VOL.  33,  NO.  4 

Fourth  Quarter  2005  issN  0304-2i70 

The 
Indonesian 
Quarterly  - 


□  Bali  Bombings  and  the  Fight  Against  Terrorism 

□  ASEAN  and  China  Form  Strategic  Partnership 

□  Industrial  Development  in  East  Java:  A  Special  Case? 

□  PSC  Operations  in  the  Malacca  Strait: 
Legal  and  Political  Issues  and  Options 

□  Indonesia's  Role  in  ASEAN  and  Its  Impact 
on  US-Indonesia  Economic  Relationship 


CENTRE  FOR  STRATEGIC 
AND 
INTERNATIONAL 
STUDIES 


The 
Indonesian 
Quarterly 


ABSTRACTS 
CURRENT  EVENTS 

□  Bali  Bombings  and  the  Fight  Against  Terrorism 

Bantarto  Bandoro 

□  ASEAN  and  China  Form  Strategic  Partnership 

JusufWanandi 

ARTICLES 

□  Industrial  Development  in  East  Java:  A  Special  Case? 

Bambang-Heru  Santosa  and  Heath  McMichael 

□  PSC  Operatior\s  in  the  Malacca  Strait: 
Legal  and  Political  Issues  and  Options 

Mark  ].  Valencia 

□  Indonesia's  Role  in  ASEAN  and  Its  Impact 
on  US-Indonesia  Economic  Relationship 

Hadi  Soesastro 


ISSN  0304-2170 


VOL  33  NO.  4 
FOURTH  QUARTER, 
2005 


CONTENTS 


322  -  323 


324  -  328 
328  -  331 


332  -  356 


357-379 


380-398 


ABSTRACTS 


INDUSTRIAL  DEVELOPMENT  IN  EAST  JAVA:  A  SPECIAL  CASE? 
By  Bambang-Heru  Santosa  and  Heath  McMichael 

This  papei;  examines  the  development  of  manufacturing  in  East  Java  in  com- 
-  parison  with,  other  major  industrial  provinces  in  Indonesia,  with  a  focus  on 
_  .employment,  output  and  investment  in.  the.. pre-and-post  .crisis  . periods..  East. 
Java's  'winner'  and  'loser'  industries  and  the  geographical  distribution  of 
manufacturing  in  the  province  are  described.  The  paper  attempts  to  account 
for  manufacturing  patterns  in  East  Java  in  terms  of  infrastructure  constraints,  the 
investment  climate,  access  to  finance  and  the  relationship  between  central, 
provincial  and  local  governments,  following  the  advent  of  regional  autonomy. 
The  paper  finds  that  East  Java  manufacturing  has  been  less  export  oriented  and 
responsive  to  global  demand,  thus  failing  to  match  the  performance  of  the 
other  major  manufacturing  centres  in  Indonesia. 

PSC  OPERATIONS  IN  THE  MALACCA  STRAIT:  LEGAL  AND  POLITICAL 
ISSUES  AND  OPTIONS 

By  Mark  J.  Valencia 

The  operations  of  PSCs  in  the  Malacca  Strait  raise  difficult  policy  issues  for 
Malaysia  and  Indonesia.  Moreover,  the  stipulations  of  PSC  permits,  littoral  state 
permission  for  PSCs  to  operate  in  the  Strait,  actual  PSC  operations,  and  littoral 
state  jurisdiction  and  enforcement  authority  are  unclear,  confusing  and/or  con- 
troversial. This  paper  reviews  the  issues  raised  by  PSC  operations  in  the  Malacca 
Strait,  and  delineates  and  analyzes  the  legal  and  political  policy  options  avail- 
able to  Malaysia  and  Indonesia,  as  well  as  their  implications.  They  could  hire 
and/or  license  and  regulate  the  PSCs  themselves;  they  could  allow  other  parties 
to  do  so;  or  they  could  compete  directly  with  them.  However,  if  they  do  not 
want  PSCs  operating  in  waters  under  their  jurisdiction  they  must  close  the 
legal  and  political  niches  which  allow  them  to  operate. 
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INDONESIA'S  ROLE  IN  ASEAN  AND  ITS  IMPACT  ON  US-INDONESIA 
ECONOMIC  RELATIONSHIP 

By  Hadi  Soesastro 

In  the  economic  field,  there  are  regular  meetings  between  ASEAN  Economic 
Ministers  and  the  US  Trade  Representative,  as  well  as  at  the  level  of  senior 
officials.  Interactions  amongst  the  private  sectors  have  also  increased  through 
the  US-ASEAN  Business  Council.  Economic  relations  between  the  US  and  ASEAN 
continue  to  be  vibrant.  There  is  a  great  deal  of  substance  in  the  relationship  be- 
tween the  US  and  ASEAN  that  is  worthy  of  being  elevated  to  becoming  a 
"strategic  partnership".  The  commemoration  Summit  in  2007  could  put  a  seal 
on  the  establishment  of~that  elevated  partnership  between' the  US  and  ASEAN. 
An  Indonesia  that  is  economically  stronger  and  more  competitive  will  be  able 
to  provide  economic  leadership  in  ASEAN  in  the  efforts  to  create  of  a  single 
market  and  a  production  base  in  2020,  if  not  earlier.  It  should  be  in  the  interest 
of  the  US'fo  see"  the  emergence  of  a  strong  and  economically  integrated 
ASEAN  region. 


Ihe  Bulletin  of  Indonesian  Economic  Studies'  (B\ES)  is  a  peer- 
reviewed  journal  published  by  the  Indonesia  Project,  The 
Australian  National  University. 

The  journal  fills  ai  significarit  void  by  providing  a  well  respected 

outlet  for  quality  research  on  the  Indonesian  economy  and 

related  fieldi  such  as  law,  the  environment,  demography, 

educatibrt,  andlheafth,  In  doing  so,  4t  has  played  an  important 

role  since  1965  in  helping  the  worlds  and  Indonesians 

themselves;  to  understand  Indonesia.  In  addition  to  papers 

reporting  economic  analysis  anci  re'search,  each  issue  leads 

with  a  'Survey  of  Recent  Developments',  which  aims  to  be 

ascessibje  to  nori-ecbhomists,  and  helps  to  account  for  the 

journals  diverse  readership  within  academia,  government, 

business  and  the  broader  public. 

The-  BIES  is  published  three  times  a  year,  in.  April,  ^August  and  December  and  ]i  available  in  Indonesia 
fronv  CENTRE  FOR  STRATEGIC  AND  INTERNATIONAL  STUDlESi  jalan  Tanah  Abang  111/23-27,  Jakarta  10160,^ 
at  Rp  85.000,00  per  year,  Rp  30.000,00  per  issue;^^^ 

Payment  should  be  sent  to  Rupiah  Account  No.  0018.01.00021 1.30.1,  BRI  Cabang  Tanah  Abang,  Jakarta  10160. 


CURRENT  EVENTS 


Bali  Bombings  and  the  Fight 

Against  Terrorism 

Bantarto  Bandoro 


'E  still  remember  vividly 
how  the  Bali  bombings  in 
2002,  which  claimed  more 


202  lives,  came  at  a  time  when  the 
covmtry,  under  the  leadership  of  Mega- 
wati Soekarnoputri,  was  seen  as  very 
slow  to  act  against  terrorism. 

The  blasts  on  Bali  came  as  the  prices 
of  fuel  were  raised  causing  public 
anxiety. 

It  seemed  Bali  had  only  just  put  the 
2002  terror  attacks  behind  it.  The 
tourism  industry,  the  mainstay  of 
the  economy,  was  on  the  road  to  re- 
covery, and  the  government  was  con- 
sidering a  new  bill  on  intelligence. 

The  bombings  in  Kuta  and  Jimbaran 
areas — which  claimed  at  least  22 
lives  and  injured  another  100  people — 
are  a  major  blow  to  the  government 
of  Susilo  Bambang  Yudhoyono  as  it 
tries  to  improve  the  country's  interna- 
tional image  and  internal  security 
through  the  enactment  of  certain  polices. 


The  bombing  will  likely  revive  the 
call — earlier  initiated  by  some  mem- 
bers of  the  international  community — 
for  Indonesia  to  be  listed  among 
countries  most  vulnerable  to  terrorist 
attacks. 

President  Susilo  was  once  praised 
by  members  of  the  international 
community,  particularly  the  United 
States,  for  cracking  down  on  terrorism. 
Yet  they  still  expressed  nervousness 
several  months  ago  that  another  major 
attack  in  Indonesia  could  be  in  the 
works.  Much  of  the  attention  was 
focused,  however,  on  the  capital,  Ja- 
karta, not  Bali.  The  latest  attacks  came 
a  month  after  the  President  warned 
of  possible  terrorist  attacks. 

If  there  was  foreknowledge  of  the 
bombings,  the  government  should 
have  been  more  serious  in  its  surveil- 
lance and  anticipation  of  the  attacks. 
The  bombings  further  exposed  Indo- 
nesia's weakness  in  its  intelligence  net- 
working and  highlights  the  fact  that 
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the  country  is  the  region's  weakest 
link  in  the  fight  against  terror. 

In  a  show  of  deep  sympathy  for 
the  victims  of  the  bombing  and  stead- 
fast determination  to  investigate  the 
tragedy,  Susilo  and  his  security  ad- 
visers visited  Bali.  Whether  the  Pres- 
ident's statement,  that  the  government 
will  do  its  utmost  to  hunt  down  the 
perpetrators,  leads  to  speedy  action 
will  depend  -partly  on  the  President's 
political  calculations  of  the  cost  and 
benefits  of  crushing  a  terrorist  group 
allegedly  linked  to  the  country's  mil- 
itant Muslims. 

Susilo's  path  toward  national 
leadership  was  among  other  things  due 
the  support  provided  by  Islamic  po- 
litical parties. 

Bali,  an  unexpected  target  of  ter- 
rorists, has  no  apparent  strategic  value, 
nor  was  it  a  favorite  haunt  of,  for 
example,  al-Qaeda's  preferred  target, 
the  westerners,  particularly  Americar\s. 
But  no  one  can  say  what  goes  on  in 
the  minds  of  terrorists.  The  fact  that 
Bali  has  suffered  fresh  attacks  is  more 
an  indication  that — whoever  they 
are — the  terrorists  are  all  around  us. 

Speedy  and  more  coordinated  me- 
asures against  the  perpetrators  must 
immediately  be  taken  by  the  govern- 
ment to  maintain  public  confidence. 
There  were  already  indications  that 
the  government  was  becoming  un- 
popular due  to  its  new  policy  on  fuel 


prices.  Susilo  will  certainly  be  more 
alienated  still  from  the  public  if  he 
fails  to  keep  his  promise  to  investigate 
the  tragedy.  What  we  all  want  to  see 
is  tougher  action  by  the  government 
against  terrorism. 

The  bombings  will  lead  to  a  mas- 
sive campaign  by  the  government 
against  terror  But  its  sustainability  will 
most  Ukely  depend  on  how  the  govern- 
ment reacts  to  new  challenges  and  the 
response  of  the  public. 

Now  that  terrorism  has  again  ruined 
the  international  image  of  our  country, 
the  government  must  be  more  serious  " 
in  dealing  with  terrorist  attacks  and  be 
given  the  full  mandate  to  go  ahead  and 
fight  terrorism.  Now  it  is  up  to  the 
government  to  provide  security  to  for- 
eigners and  locals,  as  a  reflection  of 
its  resolve  to  take  concrete  action  in 
the  face  of  this  clear  danger.  Concrete 
and  realistic  action  is  imperative  if 
the  government  is  to  avoid  further 
damage  to  its  reputation  and  credibility. 

The  Bali  attacks  were  more  than 
just  a  problem  of  security  and  ter- 
rorism. Unless  this  government  can 
successfully  address  the  imminent  and 
real  threat  of  terror,  any  remaining 
confidence  in  Indonesia's  business  and 
investment  environment  will  certainly 
fade  away.  Tourist-dependent  Bali  is 
again  in  jeopardy.  Indonesia's  State 
Minister  for  National  Development 
Planning  Sri  Mulyani  Indrawati  was 
reported  as  saying  that  the  bombings 
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in  Kuta  and  Jimbaran  were  likely  to 
affect  the  country's  economic  growth 
for  2005.  Meaning  that  there  would  be 
a  very  hard  quarter  for  Indonesia  and 
the  attacks  would  certainly  increase 
the  country's  economic  burden. 

Terrorism,  in  whatever  form,  will 
continue  to  be  a  grave  threat  to  na- 
tional stability  and  security.  The  gov- 
jejmment  clearLy..has  _a  Jot  .of,  things  to 
do.  It  must  now  initiate  more  decisive 
national  measures"  to  contain  "  the 
threat  of  -terrorism.  With  the  attacks 
on  Balr  island — and  if  another  series 
 of  terrorist  acts- 'were  to  occur  follow- 
ing the  capture  of  the  perpetrators — 
perhaps  it  is  time  for  the  government 
to  use  national  security  concerns  to 
justify  the  introduction  of  more  de- 
cisive and,  if  necessary,  repressive, 
antiterrorist  measures.  Terrorists  must 
not  be  feared,  but  confronted  at  all  costs. 

The  most  important  lesson  we 
can  learn  from  the  Oct.  1  bombings  is 
that  the  attacks  have  further  streng- 
thened international  perceptions  of 
Indonesia  as  a  very  unsafe  cotmtry,  or 
they  may  support  the  viev/  that  Indo- 
nesia is  a  safe  haven  for  terrorists.  The 
government  should  not  delay  its 
pursuit  of  a  more  aggressive  and  in- 
discriminate strategy  against  terrorism. 

We  can  make  assessments  anytime 
we  want.  We  can  also  make  prob- 
ability judgments  and  build  scenarios 
of  what  might  happen  in  the  future. 
But  there  will  always  be  surprises,  no 


matter  how  carefully  we  protect  our 
environment.  The  Bali  bombings  re- 
flects the  fact  that  even  with  the  most 
sophisticated  intelligence  network  and 
architecture — if  the  government  ever 
claimed  to  have  one — terrorist  attacks 
cannot  always  be  prevented. 

In  the  weeks  that  followed  the  at- 
tacks on  Bali,  extensive  debate  took 
jjlace  over  the  role  intelligence  should 
play  in  preventing  future  acts  of  terror. 

-  :  The  public  would  agree  that  the  bomb  

ings  in  Bali  were  a  clear  reflection  of 
-another  series  of  failures  by  our  intel- 
ligence-system.   -  . 

Intelligence  is  often  referred  to  as 
a  thankless  profession  because  it 
gamers  attention  only  through  its  fail- 
ures. It  has  been  almost  two  weeks  since 
the  bombings,  but  the  authorities  have 
so  far  found  no  clues  yet  as  to  who 
was  actually  behind  the  attacks.  Now 
our  policymakers  seem  to  be  preoc- 
cupied mostly  by  the  need  to  craft  a 
strategy  for  combating  terrorism. 

Counterterrorism  policies  and  stra- 
tegy is  not  only  about  effective  intel- 
ligence. It  is  also  about  the  reliability 
of  interagency  cooperation  and  ef- 
fectiveness. Weeks  after  the  Sept.  11 
terrorist  attacks  in  2001  in  the  United 
States,  for  example,  exhaustive  interna- 
tional meetings  were  conducted  to 
discuss  ways  of  combating  interna 
tional  terrorism. 

There  was  also  a  call  from  the  UN 
for  the  international  community  to 
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redouble  their  cooperation  in  cam- 
paigning against  terrorism.  On  the 
regional  level,  ASEAN,  for  instance, 
launched  an  even  more  solid  regional 
cooperation  after  series  of  terrorist 
bombings  in  Jakarta.  So,  the  key  word 
here  is  cooperation. 

In  these  two  cases,  reference  to 
multilateral  cooperation  is  at  the  global 
and  regional  level.  But  true  and  ef- 
—  fective  multilateral-  cooperation,  -which  _ 
will  be  subject  to  national  interests, 
needs  to  work  first  and  foremost  at 
home.  Meaning  that  only  then  are 
multilateral  efforts  likely  to  make 
real  progress. 

On  the  domestic  front,  we  cannot 
fight  terrorism  simply  through  the 
unilateral  action  of  individual  agencies. 
Internally,  we  should  not  allow  our- 
selves to  get  bogged  down  by  the  is- 
sue of  which  agency  is  most  appro- 
priate to  counteract  terrorism.  Terror- 
ism is  an  evil  to  be  extinguished  and 
must  therefore  be  tackled  collaboratively. 

The  intelligence  function  certainly 
has  a  role  in  this,  but  terrorism  also 
has  relevance  to  other  agencies.  The 
bombings  in  Kuta  and  Jimbaran  area 
prompted  many  to  realize  that  closer 
cooperation,  coordination  and  sharing 
of  information  between  agencies  is 
indeed  necessary  if  similar  attacks  are 
to  be  avoided  in  the  future. 

President  Susilo  Bambang  Yudho- 
yono's  idea  that  the  military  should 


be  involved  in  the  fight  against  ter- 
rorism is  assumed  to  be  based  on  this 
rationale.  The  majority  of  population 
look  to  the  government  to  provide  a 
safe  and  secure  environment  in  which 
they  can  go  about  their  normal  daily 
lives. 

Acts  of  terrorism  will  not  only  ruin 
the  international  image  of  Indonesia, 
as  recognized  by  the  President  him- 
self, but  also  undermine  the  stability - 
of  the  nation.  The  fear  of  the  unknown 
or  known,  the  when,  where  and  how 
the  terrorists  will  next  strike,  should 
drive  domestic  agencies  to  act  in  con- 
cert. This  is  to  say  that  effective  inter- 
agency cooperation  can  help  strengthen 
the  nation's  stand  against  terrorism. 

The  point  of  controversy  here  how- 
ever is  the  suggestion  that  the  military 
be  a  part  in  preventing  and  acting 
against  terrorism  by  reactivating  the 
concept  of  the  territorial  command. 
But  if  one  looks  at  the  indiscriminate 
effect  of  the  bombing  and  the  grave 
threat  the  terrorist  attacks  might  pose 
to  national  security,  the  involvement 
of  certain  functions  of  the  military  in 
interagency  cooperation  is  not  an  im- 
possible option. 

If  terrorism  is  seen  as  affecting  na- 
tional security,  as  implicitly  stated  in 
the  President's  speech  on  the  occasion 
of  the  60th  anniversary  of  the  TNI, 
it  is  political  and  military  issues  that 
could  perhaps  end  with  responses  by 
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military  forces  to  prevent  and  deter 
terrorist  acts. 

If  future  counterterrorism  policy 
and  strategy  in  Indonesia  is  to  be 
effective  and  credible,  it  should  involve 
the  military,  diplomats,  police,  jud- 
iciary, the  intelligence  community  as 
well  as  logistical  and  legislative  di- 
mension. 


Combating  terrorism  in  Indonesia 
is  a  tough  business  that  calls  for 
tough,  comprehensive  and  coordinated 
national  measures.  The  call  by  the 
President  for  the  military  to  help  fight 
terrorism  is  not  wrong  if  it  was  truly 
meant  to  be  part  of  interagency  co- 
operation and  to  strengthen  the  fight 
against  terrorism,  and  not  because  of 
any  perceived  inability  of  the  police. 


ASEAN  and  China  Form  Strategic 
Partnershipr 

Jusuf  Wanandi 


Anew  era  has  dawned  in  East 
Asia.  ASEAN  and  China  have 
forged  a  Strategic  Partnership 
for  Peace  and  Prosperity.  This  partner- 
ship will  have  positive  implications 
that  go  beyond  the  relationship  be- 
tween ASEAN  and  China.  It  will  bene- 
fit the  wider  East  Asian  region  and 
the  world.  The  strategic  partnership 
is  a  means  to  making  an  effective  con- 
tribution to  regional  and  global  peace 
and  prosperity. 

ASEAN  and  China  will  play  an  in- 
creasingly important  role  in  global  af- 


*This  article  first  appeared  in  The 
Jakarta  Post,  December  15,  2005 


fairs.  They  also  have  a  growing  stake 
in  global  developments.  They  are 
open  economies  and  are  rapidly  inte- 
grating into  the  global  economy.  They 
want  to  cooperate  with  each  other  so 
that  their  full  integration  into  the 
global  economy  can  proceed  smoothly — 
for  each  of  them  and  without  causing 
major  dislocations  within  the  global 
economy. 

The  economies  of  ASEAN,  and  par- 
ticularly China,  because  of  its  size, 
will  assume  a  more  prominent  place 
in  the  global  economy  within  the  next 
two  decades.  The  ASEAN  countries 
will  continuously  reform,  restructure 
and  integrate  their  economies  toward 
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the  creation  of  a  single  market  and  pro- 
duction base  in  2020. 

China,  on  its  part,  is  making  the 
same  effort,  and  is  doing  that  at  a  re- 
markably rapid  pace.  ASEAN  and 
China  can  benefit  from  each  other's 
experiments  and  experiences.  The 
Framework  Agreement  for  ASEAN- 
China  Closer  Economic  Relations  pro- 
vides a  forxim  for  such  productive  and 
open  exchanges.  They  should  be  un- 
dertaken on  a  regular  basis  with  the 
involvement  oL  experts-  from  academia, 
business  and  the  policy  community — 
from  both  sides  as  well  as  from  the 
wider  region. 

The  transformation  of  the  economies 
of  ASEAN  and  China  may  be  one  of 
the  major  developments  in  the  21st 
century.  Both  sides  must  make  a  spe- 
cial effort  to  prevent  misperceptions 
and  misunderstandings  regarding 
their  development  by  the  global  com- 
munity. 

ASEAN  and  China  will  need  to 
participate  actively  in  various  regional 
cooperation  arrangements,  the  ASEAN 
Plus  Three,  the  East  Asian  Summit, 
the  ASEAN  Regional  Forum  (ARF)  and 
the  Asia  Pacific  Economic  Cooperat- 
ion (APEC),  as  well  as  in  the  interna- 
tional arena — the  United  Nations,  the 
World  Trade  Organization  and  other 
such  bodies.  Their  increased  role  in 
regional  and  global  affairs  will  shape 
and  be  shaped  by  the  emerging  re- 
gional and  evolving  international  re- 
gimes. 


ASEAN  and  China  can  have  a 
greater  influence  if  they  coordinate  arid 
harmonize  their  policies  and  activities. 
They  can  help  create  a  globalization 
environment  that  will  better  facilitate 
the  pursuit  for  progress  of  all  devel- 
oping countries.  The  strategic  position 
of  ASEAN  and  China  in  those  regional 
and  international  bodies  should  be 
employed  to  the  maximum.  They 
should  .initiate  and  actively  engage 
other  regional  and  international  parti- 
cipants in  the  discussion,  formulation 
and  implementation  of  action  plans. 

-  To  be  effective,  ASEAN  and  China 
have  to  develop  and  nurture  good  re- 
lations with  other  powers  in  the  region, 
in  particular  Japan,  the  United  States 
and  India.  In  this  context,  ASEAN  is 
in  a  favorable  position,  because  it  has 
excellent  economic  and  political  re- 
lations with  other  regional  countries, 
Japan,  Korea,  India,  Australia  and 
New  Zealand,  as  well  as  the  United 
States  and  the  European  Union. 

ASEAN  has  pursued  regional  co- 
operation and  integration  in  Southeast 
Asia  and,  at  the  same  time,  deepened 
its  relations  with  all  its  partners.  This 
reflects  its  policy  of  open  regionalism, 
which  should  also  characterize  the 
ASEAN-China  strategic  partnership. 
In  building  an  ASEAN  Community, 
ASEAN  governments  have  agreed  to 
intensify  the  engagement  of  civil  so- 
ciety in  regional  community  building. 
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The  strengthening  of  the  ASEAN- 
China  partnership  also  necessitates 
greater  people-to-people  interaction 
and  cooperation.  The  voices  of  the 
people  should  also  be  brought  to  the 
attention  of  governments.  A  second 
track  ASEAN-China  collaboration 
should  be  encouraged  and  facilitated 
by  governments,  and  be  invited  to 
develop  ideas  and  make  concrete 
— suggestions^  to  substantiate  the  strategic 
partnership. 

Economic,  political  and  security 
issues  have  -become  intertwined.  Many  - 
-  new  -cross-border-  security  issues  dir- 
ectly affect  the  people.  Although 
ASEAN  and  China  need  to  give  at- 
tention to  traditional  security  issues, 
such  as  on  the  Korean  Peninsula,  it  is 
the  new  security  issues  that  require 
their  priority  attention.  These  include 
trans-border  environmental  problem, 
cross-border  health  issues,  drug  and 
people  trafficking,  smuggling  and  piracy. 

They  pose  a  real  threat  to  the  se- 
curity of  the  peoples  in  the  region,  but 
they  can  become  sources  of  conflict 
among  states.  These  issues  form  a  part 
of  the  agenda  of  the  ASEAN  Regional 
Forum,  and  the  time  has  come  for  this 
forum  to  develop  mechanisms  for 
conflict  prevention  beyond  the  con- 
fidence-building measures.  ASEAN 
and  China  can  initiate  this  process 
as  both  parties  have  developed  a  high 
degree  of  trust  and  confidence.  Others 
will  then  be  encouraged  to  enhance 
their  participation  in  this  forum. 


ASEAN  and  China  are  also  faced 
with  the  common  challenge  of  political 
development  so  as  to  be  able  to  sustain 
their  longer-term  economic  and  na- 
tional developments.  Their  open  eco- 
nomies need  to  be  accompanied  by  a 
gradual  opening  up  of  political  sys- 
tems. Some  ASEAN  countries  have 
begun  this  process  and  can  share  their 
experience  with  other  ASEAN  counhies 
~  and  Ghina^^  -        - 

Recent  experience  in  the  region 
has  shown  that  nations  that  are  ill-pre- 
pared to  undergo  political  transform^ 
ation  have,  experienced  great  and  costly 
disruptions.  Open  exchanges  on  these 
■  challenges  can  be  facilitated  by  the 
second-track.  Such  exchanges  can 
make  important  contributions  to  po- 
litical development  in  the  two  parties 
because  of  the  mutual  trust  and  mu- 
tual understanding  that  have  devel- 
oped between  them. 

ASEAN  and  China  must  not  forgo 
this  historic  moment  in  their  relation- 
ship. They  have  produced  a  variety  of 
initiatives  that  can  further  strengthen 
their  mutual  trust  and  mutual  under- 
standing. However,  they  must  rightly 
focus  on  the  strategic  initiatives  of 
working  together  to  deepen  their  re- 
lations and  at  the  same  time  be  act- 
ively engaged  to  promote  cooperation, 
peace  and  prosperity  in  the  wider  region. 

The  vehicles  for  doing  so  are  there. 
They  must  be  willing  to  make  the 
investment  to  develop  mechanisms  to 
realize  the  East  Asian  regional  ob- 
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jectives,  strengthening  of  trans-Pacific 
relations  through  APEC,  and  pro- 
ductive interactions  with  other  regions 


in  the  world  through  ASEM  and 
FEALAC  (Forum  for  East  Asia  Latin 
America  Cooperation). 
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Industrial  Development  in  East  Java: 
A  Special  Case? 

Batnbang-Heru  Santosa  and 
Heath  McMichael 


INTRODUCTION 

FROM  this  time  dates  another 
characteristic  of  tiie  Civil  Service 
of  East  Java,  namely  its  commit- 
ment to  independent  decision-making. 
In  other  provinces,  and  most  notably 
in  West  Java,  officials  are  appointed 
primarily  for  their  loyalty  to  Jakarta 
and  their  willingness  to  implement 
central  government  policies.  Their 
success  is  judged  by  their  ability  to 
placate  regional  interest  rather  than  in 
serving  them.  While  officials  in  East 
Java  can  certainly  be  zealous  in  im- 
plementing national  policies,  the  pre- 
sumption is  nonetheless  that  national 
policies  need  to  be  tailored  to  local 
needs  and  conditions  and  do  not 
preclude  simultaneous  local  initiative 
(Dick  et.  ah  1993,  .16). 

To  some.  East  Java  appears  to  be 
on  the  verge  of  a  new  phase  in  its  de- 
velopment: the  effects  of  deregulation 
since  1988  may  well  stimulate  an  even 
more  rapid  process  of  growth  and 


industrialization  In  the  1990s"  than  that 
of  the  1970-1990  period  (Preface  by 
Jaines  Fox  in  Dick  et.  al.  1993). 

The  first  quotation  above,  by  an 
economist  who  has  written  widely  on 
problems  of  industrial  development 
in  developing  countries,  including 
Indonesia  and  East  Java,  offers  a 
partial  explanation  of  the  pattern  of 
industrial  development  we  see  in  East 
Java  today.  The  second  quotation 
reflects  the  optimism  felt  by  many 
observers  a  decade  ago  that  indus- 
trialization in  East  Java  would  con- 
tinue to  accelerate  in  the  21st  Century. 

Economic  surveys  of  East  Java  of 
which  the  most  in-depth  since  the 
1980s  have  been  Mackie  and  Zain 
(1991),  Dick  (1993),  and  Hill  (1987),  as 
they  have  described  the  province  as 
a  high-growth  success  story  since  the 
1960s,  with  growth  spread  across  all 
major  sectors  in  rural  as  well  as  urban 
settings.  According  to  Mackie  and 
Zain,  growth  in  East  Java  has  been  a 
cumulative  process  in  most  parts  of 


INDUSTRIAL  DEVELOPMENT  IN  EAST  JAVA:  A  SPECIAL  CASE?  (Santosa  &  McMichael) 


333 


the  province,  not  the  result  of  invest- 
ment into  one  or  two  leading  sectors 
(Mackie  and  Zain  1991).  Dick  et.  al. 
(1993)  argue  that  beginning  in  the 
1960s,  East  Java  was  able  to  capitalize 
on  geographical  diversity,  a  large 
population,  the  benefits  of  the  'green 
revolution'  and  a  generally  competent 
bureaucracy  to  sustain  a  'balanced' 
pattern  of  growth  and  development. 

 A  broad  industrial  base,  rising  wages 

and  substantial  purchasing  power 
also  gave  East  Java  an  advantage  over 
other  Indonesian  provinces.  East  Java 

 was  able  to  capitalize  on  a  relatively 

 large .  manufacturing  sector,  well-estab- 
lished transport  and  irrigation  net- 
works and  a  rice  growing  and  cash 
crop  sector  responsive  to  rising  demand. 

Hill  (1987)  referred  to  East  Java 
as  the  most  industrialized  province  in 
Indonesia  in  light  of  its  high  pro- 
portion (27%)  of  value-added  in  the 
nation's  manufacturing  sector.  East 
Java's  manufacturing  capabilities  ap- 
peared to  rely  much  on  high  levels 
of  productivity  per  worker,  which 
offset  the  lower  proportion  of  the 
national  manufacturing  workforce 
(at  21%)  occurring  in  the  province. 

Since  the  1940s,  East  Java  has 
been  Indonesia's  second  major  centre 
of  industrial  development  after  Ja- 
karta/West-Java and  Surabaya,  the 
provincial  capital,  its  second  biggest 
modem  city  after  Jakarta.  Benefiting 
from  a  buainess-friendly,  dynamic 
provincial  government.  East  Java's 


manufacturing  industry  contributed 
to  a  provincial  growth  rate  higher 
than  for  the  Indonesian  economy  as 
a  whole.  The  average  annual  growth 
rate  in  East  Java  in  1980-1990  was 
7.01%  and  in  1990-1996,  7.54%.  These 
figures  were  higher  than  the  growth 
fates  for  Indonesia,  which  were  6.04 
and  7.27%  respectively. 

The  question  arises:  Why  has 
-  manAifacturing  in_  East  Java  been  left 
behind  in  the  last  decade  and  become 
less  diversified  than  manufacturing 
industry  in  Jakarta/West  Java?  The 
"  development  of^- East -Java's- manu- 
facturing industry  is  not  well  under- 
stood, in  comparison  with  other 
manufacturing  regions  in  Indonesia 
(and  is  quite  different  from  the  more 
export-oriented  JABOTABEK^  region 
and  the  rest  of  West  Java).  One  hypo- 
thesis is  that  East  Java  does  not  seem 
to  have  taken  advantage  of  interna- 
tional linkages  in  the  deregulation 
period  of  the  1990s  and  has  not  re- 
covered quickly  in  the  post-crisis 
period. 

In  on-going  research  by  Hill  and 
Athukorala^  the  authors  contend  that 
the  second  cities  of  Malaysia  and 
Philippines,  Penang  and  Cebu  respect- 
ively, have  taken  advantage  of  their 
links  with  international  capital  to 


^JABOTABEK  stands  for  Jakarta,  Tang- 
gerang,  Bogor,  and  Bekasi. 

^Hal  Hill  and  Prema-Chandra  Athuko- 
rala  (personal  communication,  March  2004). 
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nurture  sustained  economic  growth. 
Penang  and  Cebu  have  benefited  from 
strategic  positions  in  or  near  primary 
transport  routes,  modem  shipping  and 
airfreight  infrastructure  and  proximity 
to  productive  agricultural  hinterlands. 
The  two  cities  more  or  less  share  these 
characteristics  with  Indonesia's  second 
city,  Surabaya.  However  what  dis- 
tinguishes Penang  and  Cebu  from 
Surabaya  is  the  high  proportion  of 
elaborately  transformed  manufacturing 
in  the  two  cities,  particularly  of  elec- 
tronics gbods,  which  is  intended  for 
export.  _The  association  of  Penang  and 
Cebu  with  global  manufacturing  in 
sophisticated  electronics  goods  and 
information  technology  products  has 
stimulated  the  economies  of  both  cen- 
tres, and  contributed  to  national  eco- 
nomic growth  in  Malaysia  and  Philip- 
pines. This  connectivity  with  the 
global  economy  does  not  appear  to  be 
nearly  as  pronounced  as  in  the  case 
of  Smabaya. 

In  the  same  way  that  Penang  and 
Cebu  flourished  by  virtue  of  their 
robust,  international  orientation,  it 
might  be  argued  that  manufacturing 
industry  in  Surabaya  should  have 
continued  to  prosper  despite  the  Asian 
financial  crisis,  widely  known  as 
Krismon  {Krisis  Monefer/ Monetary  Cri- 
sis). As  Indonesia's  second  city — a 
dynamic  industrial,  commercial  and 
trade  hub  for  East!  Java  and  Eastern 
Indonesia — Surabaya  enjoys  similar 
access  to  a  resource-rich  agricultural 


hinterland  and  above  average  air,  sea 
and  road  transport  connections.  How- 
ever, these  attributes  have  not  com- 
bined to  lift  Surabaya's  manufacturing 
performance  to  a  level  above  that  of 
the  national  average.  We  argue 
that  Surabaya's  failure  to  establish 
strong  linkages  with  international 
capital  and  markets  has  thwarted 
industry  diversification  in  East  Java 
and  retarded  flows^  of  foreign~and 
domestic  direct  investment  to  East 
Java's  manufacturing  sector. 

EAST- JAVA  MANUFACTURING  _ 
DEVELOPMENT  IN  COMPAR- 
ATIVE PERSPECTIVE 

While  much  has  been  written  about 
the  development  of  national  eco- 
nomies in  developing  countries,  re- 
markably little  has  been  written  about 
their  sub-national  regions,  whether 
organized  as  states  or  provinces.  For 
this  reason,  this  paper  has  as  its  focus 
sub-national  regions  in  the  form  of 
provinces. 

In  the  pre-crisis  era.  East  Java's  eco- 
nomic growth  per  annum  was  higher 
than  that  of  Indonesia  as  a  whole. 
However,  as  can  be  seen  in  Table  1, 
two  trends  indicate  that  the  growth  of 
manufacturing  in  East  Java  showed 
signs  of  slowing  relative  to  other 
provinces  from  as  early  as  1980.  First, 
over  the  period  1980-2002,  East  Java's 
manufacturing  growth  rates  were 
lower  than  those  in  Jakarta/West  Java. 
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Table  1 


COMPARISON  OF  ANNUAL  GDP  GROWTH  OF  INDONESIA 
AND  SELECTED  PROVINCES  (PERCENT) 


Region 

1980-1990 

1990-1996 

1998 

1996-2002 

1999-2002 

Indonesia 

6.04 

7.27 

-13.06 

1.63 

2.97 

Jakarta 

9.51 

8.33 

-17.49 

1.08 

2.70 

West  Java 

7.96 

7.67 

-17.77 

1.99 

4.70 

Yogyakarta/C-Java 

8.05 

7.19 

-11.69 

1.32 

2.66 

East  Java 

7.01 

7.54 

-16.12 

1.20 

2.79 

oource:  ors,  ^lnaonesla,  Jakarta,  West  Java,  Yogyakarta,  L-entral  Java,  bast  Java)  —  statistical 
Yearbook  of  Indonesia,  Jakarta  in  Figures,  and  other  provinces  in  figures,  serial  publication, 
calculated  by  authors. 


Second,  in  the  period  after  the  crisis, 
the  average  annual  growth  of  West 
Java's  manufacturing  industry  v^as 
nearly  double  that  of  East  Java.^ 

Based  on  the  structure  of  East 
Java's  GRDP,  it  might  be  expected  that 
from  the  start  of  the  New  Order  era, 
manufacturing  industry's  share  of 
the  province's  economy  would  be  at 
least  double  that  of  the  agriculture 
sector  (BPS,  East  Java  Statistics  2002). 
In  fact,  manufacturing  in  East  Java  re- 
mained heavily  reliant  on  the  'single 
division'  of  goods  (food,  beverages, 
and  tobacco).  In  recent  years,  the 
dominance  of  cigarette  manufacturing 
in  East  Java  in  terms  of  its  share  of 
the  national  economy  has  declined  as 
other  provinces  have  diversified  their 
manufacturing  sectors. 

Four  provinces  have  dominated 
the  manufacturing  sector  of  Indo- 
nesia's economy:  DKI  Jakarta;  West 
Java;  East  Java;  and  North  Sumatra. 
The  last  province,  although  not  con- 
sidered as  important  a  generator  of 


manufacturing  as  provinces  in  Java, 
has  made  a  significant  contribution  to 
manufacturing  output,  principally  in 
the  field  of  resource-extraction,  for 
ihstahc'e  CPO  (crude  palm  oil),  for 
export.  Manufacturing  output  from 
these  four  provinces  made  up  more 
than  60%  of  the  Indonesian  economy. 
Their  economic  primacy  is  reflected, 
not  only  in  their  share  of  GDP  but 
also  in  their  share  of  MVA  (manu- 
facturing value  added)  to  GDP 
(Table  2).  Jakarta/West  Java  alone 
contributed  around  30%  to  Indonesia's 
GDP  and  constituted  35%  of  manu- 
facturing (L&M  manufacturing)  value 
added  to  GDP  in  2001.  The  secdnd 
biggest  proportion  of  MVA  to  GDP 
was  in  East  Java,  which  in  2001  had  a 
31%  share. 

Three  other  provinces  in  Java 
possess  significant  concentrations  of 
manufacturing  industry;  namely  Ban- 
ten,  Central  Java  and  Yogyakarta. 
Central  Java's  manufacturing  sector  is 
much  smaller  than  that  of  East  Java. 
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Table  2 

SELECTED  ECONOMIC  INDICATORS  FOR  FIVE  MANUFACTURING  PROVINCES 


Provinces 

Total 

Pop. 

Population 

GDP  2002 

Ec.  Growth 

GDP/Capita 

Share  of 

Area 

Density 

2000 

(Kp. 

1999-2002 

2002  (Rp. 

MVA  to 

(km2) 

2000 

(millions) 

trillions) 

(%  p.a.) 

millions) 

GDP 

people/ 

2001 

kni2 

(%) 

North  Siunatera 

73^87 

158 

11.6 

86.7 

3.80 

7.3 

9.99 

Jakarta/ West  Java 

35^61 

1,250 

44.1 

469.0 

1.39 

10.4 

34.68 

Yogyakarta  /  C-Java 

35,735 

960 

34.3 

174 

2.34 

4.9 

9.89 

East  Java 

47,922 

725 

34.8 

227.0 

2.80 

6.4 

30.55 

Indonesia 

1,890,754 

109 

205.8 

1,610.6 

3.21 

7.6 

18.73 

Source:  BPS,  Statistics  Indonesia:  Statistical  Year  Book  of  Indonesia,  2002  —  Annual  Medium 
and:  Large  Manufacturing  Survey  (several  years)   

Pop.  =  Population;  MVA  =  Manufacturing  Value  Added;  GDP  =  Gross  Domestic  Product 


However/ in  terms  of  the  al?solute 
value  of  manufacturmg  produced. 
Central  Java's  manufacturing  sector 
is  bigger  than  that  of  North  Sumatra, 
although  the  share  to  GDP  is  smaller. 

The  Role  of  Investment  and  Exports 

Foreign  direct  investment  (FDI) 
and  domestic  investment  have  dyn- 
amically affected  the  development  of 
manufacturing  in  Indonesia.  In  order 
to  accelerate  economic  growth,  the 
Indonesian  Government  has  given 
priority  to  allocating  investment  to 
manufacturing  as  it  was  considered 
to  produce  greater  value  added. 
In  the  period  1985-1990,  FDI  levels 
were  higher  than  domestic  investment 
but  after  1990,  FDI  shrunk  to  levels 
below  that  of  domestic  investment. 

A  striking  feature  of  East  Java's 
manufacturing  sector  is  the  minor 
role  played  by  foreign  investment, 
which  by  and  large,  has  tended  to 


flow  to  other  regions-  in  Indonesia 
(Dick  etral  1995).  Table  3  shows  that 
FDI  and  domestic  investment  are 
concentrated  in  Jakarta  and  West  Java. 
On  average,  over  the  period  1985-2001, 
15%  of  Indonesia's  FDI  was  invested 
in  the  Jakarta  region.  If  both  Jakarta 
and  West  Java  are  considered  together, 
FDI  invested  amovmted  to  45%  of  na- 
tional FDI. 

Investment  has  not  been  evenly 
allocated  within  the  province.  Between 
1968  and  November  2002,  81%  (Rp 
56  trillion)  of  domestic  investment 
was  allocated  to  six  regions  in  East 
Java,  namely  Surabaya,  Gresik,  Sido- 
arjo,  Mojokerto,  Malang,  and  Pasu- 
ruan.  Some  63%  of  FDI  (US$20.9  bil- 
lion) was  also  channelled  into  those 
regions. 

Why  West  and  not  East  Java 

Manufacturing  industry  in  Central 
Java    and    Yogyakarta    has  grown 
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Table  3 


APPROVED  TOTAL  INVESTMENTS  (FDI  AND  DOMESTIC) 
BY  SELECTED  PROVINCES  (PER  CENT) 


Jaxarta 

west 
lava 

Yogya- 
luuta 

Tava 

Cool 

Tava 

 — 

Indonesia 

FDI 

1985-1990 

2.8 

16.5 

36.7 

0.0 

9.2 

8.7 

26.1 

100.0 

1990-1996 

2.0 

14.6 

29.1 

0.2 

4.8 

17.6 

31.7 

100.0 

1996-2001 

4  n 

n  1 

o.o 

inn  n 

3.0 

153 

30.0 

0.1 

8.0 

11.6 

32.0 

100.0 

Domestic 

1985-1990 

2.4 

7.0 

42.2 

0.7 

7.4 

6.8 

33.5 

100.0 

1990-1996 

26 

12.9 

29  8 

0.5 

7.3 

8.4 

38.5 

100.0 

1996-2001 

2.2 

9.9 

21.7 

0.2 

3.5 

6.7 

55.8 

100.0 

2.4~ 

9~9 

31.2 

0.4 

6.1 

7.3" 

42.7 

106.0 

Total 

1985-1990 

2.5 

9.3 

40.8 

0.5 

7.8 

7.3' 

31.8' 

100.0 

1990-1996 

2.3 

13.6 

29.5 

0.4 

6.2 

12.3 

35.7 

100.0 

1996-2001 

■  3-2. 

12.5 

23.1 

0.1 

7.0 

7.8 

46.3 

100.0 

2.7 

11.8 

31.1 

0.3 

7.0 

9.1 

38.0 

100.0 

Source:  The  Bank  of  Indonesia,  Indonesian  Financial  Statistics,  serial  publication. 
Table  4 

COMPOSITION  OF  EXPORTS,  EAST  JAVA,  2002 


Commodity  Group 


East  Java 


US$  Millions 


Jakarta- West  Java 
US$  Million 


% 


Primary 

700 

13.30 

1,559 

7.03 

Coffee,  riibber,  tobacco,  tea 

108 

2.02 

89 

0.40 

Seafoods 

411 

7.69 

118 

0.53 

Other  Primary 

182 

3.40 

1,352 

6.10 

Manufactures 

4,567 

85,47 

19,510 

88.01 

Food,  drink,  tobacco 

476 

8.91 

531 

2.39 

Textiles,  clothing,  footwear 

447 

8.37 

6,826 

30.79 

Plywood 

154 

2.88 

134 

0.60 

Paper  and  pajjerboard 

745 

13.94 

721 

^.25 

Furruture 

221 

4.13 

220 

0.99 

Chemicals,  Pharmaceuticals,  plastics 

1,181 

22.10 

1,983 

8.94 

Metal  &  Machinery 

163 

3.05 

1,824 

8.23 

Electrorucs  Equipment 

103 

1.92 

4,279 

19.30 

Other  and  unspecified 

1,077 

20.16 

2,992 

13.50 

Total  non-oil 

5,267 

98.57 

21,070 

95.04 

Oil 

76 

1.43 

1,100 

4.96 

Total 

5,343 

100.00 

22,169 

100.00 

Source:  BPS,  Indonesia  Foreign  Trade  Statistics  2002,  calculated  by  authors. 

Investment  has  not  everJy  allocated  within  the  province.  Between  1968  and  November  2002, 
81%  (Rp  56  trillion)  of  domestic  investment  was  allocated  to  six  regions  in  East  Java,  namely 
Surabaya,  Gresik,  Sidoarjo,  Mojokerto,  Malang,  and  Pasuruan.  Some  63%  of  FDI  (US$20.9 
billion)  was  also  chaimelled  into  those  regions. 
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steadily  but  remains  behind  manu- 
facturing in  Jakarta/West  Java  and 
East  Java,  especially  in  terms  of  its  con- 
tribution to  GDP  and  value  added 
per  worker.  Manufacturing  in  Central 
Java  shares  certain  common  character- 
istics with  manufacturing  in  West  and 
East  Java:  as  in  West  Java,  a  strong 
textiles  industry  may  be  found  and, 
as  in  East  Java,  a  significant  kretek 
—  ciga^rette  industry  -is— evident.  The 
common  features  of  manufacturing 
within  the  three  provinces  reflect  the 
historical  development  of  the  textile 
aiid  krefek  industries.  The  production 
of  traditional  textiles  using  haridloom 
technology  was  pioneered  in  West  Java 
before  moving  to  other  parts  of  Java 
whereas  the  manufacture  of  kretek 
cigarettes,  having  originated  in  Central 
Java,  in  particular  the  Kudus  region, 
later  spread  to  other  provinces.  (Su- 
mamo  and  Kuncoro  2003) 

Why  did  Jakarta/West  Java  rather 
than  East  Java  grow  to  be  the  leading 
manufacturing  region  in  Indonesia?  It 
might  be  assumed  that  Jakarta,  as  the 
national  capital  city,  possessed  every 
necessary  attribute  to  support  a  devel- 
oping economy:  skilled  labour  (many 
university  graduates  went  to  Jakarta 
together  with  other  job-seekers),  a 
capital  market,  transportation  and 
communication  networks,  a  seaport, 
airport,  banking  system,  and  central 
government.  Most  foreign  and  dom- 
estic investment  was  allocated  to  this 
region.  Between  60  and  70%  of  Indo- 
nesia's money  supply  circulated  in 


the  Jakarta  megalopolis.^  When  in- 
dustry in  the  Special  Capital  Region 
(DKI)  needed  more  space  for  new 
factories,  it  relocated  to  West  Java 
where  sufficient  amounts  of  greenfield 
sites  remained  available,  for  example 
in  the  Cikarang  industrial  estate.  In 
terms  of  employment,  Jakarta/West 
Java's  share  of  the  national  labor  force 
varied  between  60  and  65%  over  a 
long  period  of  time.  And  because  Ja- 
karta/West Java  possessed  the  physical 
infrastructure  to  access  iniefnationai 
trade  routes,  this  'growth  pole'  re- 
corded faster  growth  than  other  regions. ' 

West  Java  received  substantial 
amounts  of  foreign  and  domestic 
investment.  This  helps  to  explain  why 
the  province's  economy  grew  more 
rapidly  than  that  of  East  Java.  Manu- 
facturing industry  developed  sign- 
ificantly and,  based  on  Indonesian 
Central  Bureau  of  Statistics  figures,^ 
employment  creation  in  manufactur- 
ing tripled  within  16  years  (1986  to 
2002)  from  670,000  to  2.1  million 
people.  West  Java's  performance  may 
thus  be  considered  highly  creditable. 
East  Java  also  lagged  behind  West 
Java  in  manufacturing  for  export,  a 
factor  that  probably  accounts  for  West 
Java's  more  rapid  growth  in  com- 

^This  estimate  is  based  on  discussion 
at  various  seminars  on  the  Indonesian  eco- 
nomy attended  by  the  authors.  The  Bank 
of  Indonesia  has  not  officially  commented 
on  the  subject. 

*Drawn  from  Worker/Employees  Situ- 
ation in  Indonesia  (SAKERNAS)  published 
by  the  Central  Bureau  of  Statistics  (BPS). 
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parison  with  East  Java.  East  Java 
manufacturing  industry  was  con- 
centrated in  food,  beverages,  and 
tobacco,  which,  by  and  large,  were 
consumed  in  the  domestic  market. 
Goods  manufactured  in  Jakarta  and 
West  Java — principally  textiles,  chem- 
icals and  chemical  by-products,  motor 
vehicles  and  trailers,  other  transport 
equipment  and  electronics — were  mainly 
items  for  export.  Although  East  Java 
diversified  its  production  of  manu- 
factured goods,  the  province  chiefly 
supplied  industry  inputs  for  the 
domestic  market;  for  example,  wood 
and  wood  products,  paper  and  paper 
products  and  chemicals.  Much  heavy 
industry  in  East  JaVa^  produces  semi- 
processed  manufactures  for  large- 
scale  domestic  industry. 

Despite  its  central  role  in  national 
policy-making,  Jakarta's  rate  of  in- 
crease in  manufacturing  employment 
was  not  as  high  as  West  Java's.  East 
Java's  experience  with  manufactur- 
ing employment  was  different  again. 
In  percentage,  as  well  as  in  absolute 
value  terms,  employment  decreased 
in  1996,  two  years  before  the  peak  of 
the  crisis.  Even  though  manufactur- 
ing employment  increased  in  East  Java 
after  1999,  the  growth  rate  was  not 
as  steep  as  that  in  West  Java. 

Employment,  Wages  and  Value- 
Added 

The  number  of  workers  in  Indo- 
nesia employed  in  manufacturing  in- 


creased sixfold  between  1975  and 
2000.  During  that  period,  all  prov- 
inces absorbed  additional  workers  as 
a  consequence  of  economic  growth. 
In  Jakarta/West  Java,  the  number  of 
workers  employed,  as  a  proportion 
of  the  total  national  workforce,  in- 
creased steadily  from  32.78%  in  1975 
to  47.18%  in  2000.  Over  the  same 
time  frame,  other  provinces  experi- 
enced a  decline  in  the  number  of 
workers  employed  despite  an  overall 
increase  in  the.  total  number  of 
workers  employed  in  Indonesia. 

Before  the  fihanciafcrisis,  manu- 
facturing thdustry  in  Indonesia  ex- 
perienced strong  growth  but  at  the 
peak  of  the  crisis  in  1997-1998  it  suf- 
fered a  marked  deterioration  in  com- 
parison with  other  sectors  of  the 
economy.  At  that  time,  manufactur- 
ing activity  appeared  to  pause  as  if 
to  allow  absorption  of  Indonesia's 
abundant  labor  force.  Commencing  in 
1999/2000,  manufacturing  product- 
ion began  to  pick  up  once  more  al- 
though it  did  not  regain  its  earlier 
momentum.  Two  important  pheno- 
mena are  worth  noting.  First,  value 
added  per  worker  in  Jakarta  is  sign- 
ificantly higher  than  in  other  manu- 
facturing provinces.  Second,  the 
monthly  wages  of  workers  in  the 
Jakarta-Bogor-Tanggerang-Bekasi 
(JABOTABEK)  region  are  higher  than 
in  other  regions. 

In  terms  of  employment  in  manu- 
facturing, West  Java  performed  better 
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than  other  provinces.  In  the  pre-cri- 
sis  period,  a  significant  amount  of 
new  employment  was  created  in  West 
Java.  Manufacturing  employment 
growth  in  this  province  in  fact  in- 
creased during  the  crisis  (1997-1998). 
In  the  economic  recovery  period  (1998- 
2000),  West  Java's  manufacturing 
employment  continued  to  increase. 

 This  pattern  of  employment  growth 

did  not  occur  in  East  Java.  Jakarta  and 
-  East  Java  experienced  a  rapid  decrease  - 
in  employment  during  the  crisis  and 
did  not  recover  quickly. -Overall,  the  - 
<:ombined  record  -of  employment  in  - 
manufacturing  in  Jakarta/West  Java 
was  a  fairly  good  one. 

MANUFACTURING  INDUSTRY 
'WINNERS  AND  LOSERS' 

As  noted  above.  East  Java  as  a  whole 
has  not  performed  well  in  manufactur- 
ing in  recent  years.  In  the  pre-crisis 
period,  1993-1997,  the  proportion  of 
manufacturing  in  East  Java  compared 
to  that  of  Indonesia  as  a  whole  in- 
creased from  16.8  to  17.5%.  However, 
with  the  onset  of  the  crisis  in  1997- 
1998,  the  proportion  of  manufactur- 
ing in  East  Java  began  to  shrink  until 
it  attained  only  13.7%  in  2000  (Chart  1). 

Although  the  proportion  of  GDP 
in  East  Java  remained  unchanged  over 
the  period,  at  around  14%,  the  crisis 
may  be  regarded  as  a  turning  point 
in  East  Java's  industrial  development. 
What    are    the    reasons    for  this? 


First,  East  Java  remained  reliant  on 
only  one  category  of  manufactures; 
namely,  food,  beverages,  and  tobacco 
(ISIC  31).  Second,  manufacturing  in- 
dustry in  other  provinces  was  more 
diversified.  The  final  reason,  which 
seems  no  less  important  than  the  other 
two,  is  that  development  of  physical 
infrastructure  in  East  Java  did  not 
spread  evenly  throughout  all  the  prov- 
ince's regencies  and  municipalities. 
Particular  regions,  such  as  the  region., 
known  as  SUGRESID  (i.e.,  Surabaya, 
Gresik  and  Sidoarjo)  experienced  faster 
rates^of  growth  than  other  regions  that., 
continued  to  suffer  frori  weak  in- 
frastructure. 

The  present  make-up  of  manu- 
facturing in  East  Java  reflects  a 
growing  divergence  between  those 
industries  that  are  performing  well  (the 
'winners')  and  those  that  appear  to  ave 
declined  in  importance  in  recent  years 
(the  'losers').  Amongst  the  winners  one 
finds  food-processing  ventures  that 
continue  to  record  strong  export 
growth.  One  example  is  PT  Pangan 
Lestari,  part  of  Sekar  Group,  which  is 
one  of  East  Java's  leading  food  pro- 
cessing ventures.  Approximately  30- 
40%  of  PT  Pangan  Lestari's  principal 
food  lines  are  exported,  mainly  to 
Korea,  Japan,  Europe  and  New  Zea- 
land. The  main  products  exported 
are  breaded  shrimp  (15  containers  a 
month)  and  prawn  crackers  (5-10 
containers).  Ninety  per  cent  of 
breaded    shrimp    product    goes  to 
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Chart  1 


PERCENTAGE  OF  MANUFACTURING  INDUSTRY  TO  GDP  IN  EAST  JAVA 
COMPARED  WITH  INDONESIA  -  1993-2000  (CONSTANT  PRICES  1993) 


□  Indonesia 
■  East  Java 


1993    1994    1995    1996  -i  997    1998    1999    2000   2001-  2002 


Japan.  Another  'wiTiner'  growth  in- 
dustry in  5ast  Java  is  electronics. 
The  removal  of  'luxury'  tax  from  elec- 
tronics goods  in  January  2003  is  likely 
to  benefit  East  Java  electronics  manu- 
facturers, for  example,  PT  Maspion. 
But  the  electronics  industry  is  footloose 
and  could  easily  move  to  another 
country  if  investors  are  unhappy  about 
business  conditions. 

Among  less  successful  industries 
that  have  not  maintained  earlier 
promise  (the  'losers')  are  the  leather 
processing  and  footwear  industries 
that  are  centred  in  Sidoarjo  and  Mojo- 
kerto.  Footwear  manufacturers  are 
concentrated  in  Mojokerto  while 
leather  bags  are  concentrated  in 
Sidoarjo.  According  to  the  Indonesian 
Footwear  Association,  by  the  end  of 
2002,  up  to  10  manufacturers  had  left 


East  Java  to  re-establish  overseas  on 
the  grounds  that  rising  costs  made 
their  products  uncompetitive  {Kom- 
pas-East  Java  Edition,  1  November  2002). 

The  leather  footwear  industry  in 
East  Java  claims  that  producers  in 
China  and  Vietnam  have  undermined 
their  competitive  position  and  that 
exports  to  Hong  Kong  and  Singapore 
have  fallen  dramatically.  The  foot- 
wear industry  has  also  had  to  face 
the  impact  of  Law  13  of  2003,  which 
governs  employee  dismissal  pro- 
visions, worker  severance  payments, 
and  labor  strikes.  The  industry  claims 
the  new  law  has  negatively  affected 
its  productivity.  PT  Panen  Raya,  a 
leather  footwear  manufacturer  based 
in  Sidoarjo,  typifies  the  problems. 
The  company  closed  six  of  its  seven 
factories  in  the  Surabaya  region  in 
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2002,  including  its  largest  manufac- 
turing unit  in  Sidoarjo,  and  by  early 
2003  operated  only  one  factory.  PT 
Panen  Raya  is  unwilling  to  work  with 
other  established  footwear  manu- 
facturers in  East  Java,  for  example  PT 
Victory  Long  Age  Indonesia,  citing 
an  inability  to  trust  other  East  Java 
producers. 

 Furniture  manufacturing-  has- suf- 
fered a  similar  decline.  Bojonegoro 
and  Pasiiruan  are  the  ' main  centres 
for  teak  furniture  production.  In  recent 
years,  the  industry  in"  Pasiiruan  has 
suffered  because  of  rising  raw  ihaterial 
prices  —  sixty  per  cent  more  than  the 
Perhutani  forestry  company  basic 
price.  Rising  timber  prices  have  both 
reduced  the  number  of  craftsmen 
fashioning  furniture  in  Pasuruan,  in 
comparison  with  the  number  of 
furniture  traders,  and  led  to  a  decline 
in  the  quality  of  finished  furniture.^ 

The  burgeoning  oil  and  gas  sector 
in  East  Java  offers  potential  oppor- 
tunities for  local  manufacturers.  Two 
natural  gas  projects  that  will  create 
foreign  investment,  infrastructure  de- 
velopment and  employment  oppor- 
tunities in  East  Java  are  the  Tuban  de- 
posit and  the  Oyong  field  located  in 
the  Sampang  Production  Sharing  Con- 
tract zone.  East  Java  manufacturers 
producing    and    supplying  mining 


^Regional  Economic  Development  In- 
stitute (2002). 


equipment  and  consumable  items 
stand  to  gain  from  future  development 
of  the  province's  natural  resources. 

The  Locational  Dimension  of  Manu- 
facturing in  East  Java 

Dick  et.  al.  (1993)  and  Dick  (2002) 
contend  that  while  Surabaya  was  the 
original  manufacturing  city  in  East 
Java,  rapid  industrial-growth- created 
a  Surabaya-Malang  corridor.  Dick 
labelled  this  corridor,  the  Pita  Pem- 
bangunan  (the  ribbon  of  develop- 
ment). Kuncoro's  (2001)  analysis  lo- 
cated the  main  concentration  of  mafxu- 
.facturing  in  East  Java  in  what  he 
called  Extended  Surabaya,  ie.  Surabaya 
and  surrounding  regencies  possessing 
superior  physical  infrastructure; 
namely,  Gresik,  Sidoarjo,  Malang,  Pa- 
suruan, and  Mojokerto. 

As  Indonesia's  "second  biggest" 
province.  East  Java  boasts  a  significant 
variety  of  manufacturing,  especially 
in  small-medium  enterprises.  For 
example,  in  Banyuwangi,  originally 
a  predominantly  agriculture-based 
regency,  medium  industry  has  de- 
veloped quickly  in  recent  years,  es- 
pecially in  the  production  of  articles 
supporting  tourism  in  Bali.  Pacitan, 
one  of  the  most  isolated  areas  of  the 
province,  is  developing  a  souvenir 
manufacturing  industry,  for  example 
in  precious  stone  working,  as  a  means 
of  stimulating  tourism.  Tulungagung 
has  developed  its  own  areas  of  spe- 
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Table  5 


EAST  JAVA  ZONES  AND  THEIR  REGENCIES/MUNICIPALITIES 


Western  Zone 


Central  Zone 


Eastern  Zone 


01.  Pacitan  (R) 

02.  Ponorogo  (R) 

03.  Trenggalek  (R) 

04.  Tulungagung  (R) 

05.  Blitar(R) 

06.  Kediri(R) 

07.  Jombang  (R) 

08.  Nganjuk  (R) 

09.  Madiun  (R) 

10.  Magetan  (R) 

11.  Ngawi  (R) 

12.  Bojonegoro  (R) 

13.  Tuban{R) 

■  14.  Lamongan  (R) 

15.  Kediri{M) 

16.  Blitar(M) 

17.  ■  Madiun  (M) 


01.  Surabaya  (M) 

02.  Malang(R) 

03.  Malang(M) 

04.  Gresik(R) 

05.  Sidoarjo  (R) 

06.  Mojokerto  (R) 

07.  Mojokerto  (M) 

08.  Pasuruan  (R) 

09.  Pasuruan  (M) 


cialization  as  an  exporter  of  garments 
to  Africa,  and  manufacturer  of  marble. 
Most  Javanese  people  know  that  high- 
quality,  affordable  leather  goods  are 
made  in  Tanggulangin,  Sidoarjo,  mostly 
for  export.  And  people  who  travel 
from  Surabaya  to  Bali  by  bus  will  be 
aware  of  how  many  different  types  of 
snacks  and  prawn  crackers  vendors 
sell  along  the  way.  By  and  large, 
small-medium  manufacturing  enter- 
prise in  East  Java  possesses  specific 
and  innovative  skills  supporting  busi- 
ness    development.  Small-medium 
manufacturers  producing  for  both  the 
domestic  and  international  markets 
enjoy  strong  competitive  advantages. 

East  Java's  regional  economic  struc- 
ture suggests  there  are  benefits  in 
examining  its  manufacturing  profile 
based  on  geographic  zones  (Table  5). 


01.  Probolinggo  (R) 

02.  Probolinggo  (M) 

03.  Lumajang  (R) 

04.  Bondowoso  (R) 

05.  Situbondo  (R) 

06.  Jember  (R) 

07.  Banyuwangi  (R) 

08.  Bangkalan  (R) 

09.  Sampang  (R) 

10.  Pamekasan  (R) 

11.  Sumenep  (R) 


R  =  regencies 

M  =  municipalities 


In  1996,  at  the  conclusion  of  the 
pre-crisis  period  of  rapid  growth.  East 
Java's  Central  Zone  occupied  the  most 
significant  place  in  the  provincial  eco- 
nomy. Fifty-three  per  cent  of  the  prov- 
ince's   economic    output-based  on 
GRDP  (Gross  Regional  Domestic  Pro- 
duct) —  and  thirty-six  per  cent  of  East 
Java's  manufacturing  industry  ori- 
ginated in  this  region.  The  Western 
Zone  also  played  an  important  role  in 
the  provincial  economy,  viz.  30%  of 
manufacturing  value  added  (MVA). 
Despite  the  disparity  in  area  and 
population  between  the  Eastern  and 
Central    Zones    (the    former  being 
greater  in  both  respects  than  the  latter), 
the    economic    significance    of  the 
Eastern  Zone  was  much  smaller. 

Although  the  Western  and  Central 
Zones  make  a  major  contribution  to 
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Table  6 

DISTRIBUTION  OF  EAST  JAVA'S  ECONOMY  BY  ZONES  AND  SECTORS  -  2001 

Zones  East 


Sectors  Western  Central   Eastern  Java 


SUGRESID 

Others 

Agriculture 

6.91 

1.23 

2.79 

8.44 

19.37 

Mfg.  Industry 

9.29 

15.81 

3.84 

1.43 

30.37 

Cigarettes 

8.64 

3.88 

1.70 

0.07 

14.28 

Mfg.  Industry  other  than  Cigarettes 

0.65 

11.93 

2.14 

1.36 

16.08 

Others 

11.73 

22.89 

7.65 

8.00 

50.27 

Total 

27.93 

39.93 

14.27 

17.87 

100.00 

manufacturing  in  the  province,  this 
does  not  appear  to  be  the  case  if 
-looked  at  from  a  -  manufacturing 
structure  perspective.  The  Western 
Zone  has  performed  well  in  manufac- 
turing, but  this  has  been  achieved 
through  a  heavy  reliance  on  a  single 
product  (cigarettes),  whereas  the  Cen- 
tral Zone  produces  a  more  diversified 
range  of  manufactured  goods  (see 
Table  6). 

The  argument  presented  here  bene- 
fits from  a  more  detailed  analysis  of 
manufacturing  industry  divided  be- 
tween the  three  principal  locational 
zones,  with  particular  emphasis  on 
numbers  of  workers  employed  and 
manufacturing  value  added. 

East  Java's  37  regencies  and  muni- 
cipalities differ  enormously  in  size  (as 
measured  by  population,  worker  skill 
levels,  area,  the  structure  of  manufac- 
turing industry  and  infrastructure). 
All  these  factors  contribute  to  the  div- 
ersity found  among  the  province's 
regencies    and    municipalities.  For 


example,  Banyuwangi  in  the  Eastern 
Zone  is  the  largest  regency  in  terms 
of  area  (5,783  km2)  with  a  population 
of  1.6  million  people  (4.5%  of  the  East 
■Java  total).  Located  near  Bali,  Banyu- 
wangi achieved  a  GRDP  of  only  Rp 
5.16  trillion  in  2001,  of  which  a  mere 
5.15%  was  derived  from  manufac- 
turing. Neighboring  Jember,  with  a 
marginally  bigger  economy  than 
Banyuwangi,  produced  just  7.59%  of 
East  Java's  manufacturing  output  in 
the  same  year.  In  terms  of  area  and 
population,  Sidoarjo  in  the  Central 
Zone  is  much  smaller  than  Banyu- 
wangi. However,  Sidoarjo  achieved  a 
GRDP  of  Rp  12.46  trillion  in  2001, 
with  manufacturing  contributing 
52.36%  of  the  total.  At  the  other  end 
of  the  scale,  Pacitan  (on  the  edge  of 
the  Western  Zone  and  close  to  Central 
Java)  has  a  small  GRDP  of  less  than 
Rp  1  trillion  of  which  only  3.6%  comes 
from  manufacturing,  particularly  the 
handicraft  production  of  precious 
stones. 
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As  noted  above,  the  Central  Zone, 
with  only  13%  of  the  area  and  30%  of 
the  population  of  the  province  is  the 
dominant  zone  in  East  Java.  The  manu- 
facturing sector  in  the  Central  Zone 
employs  70%  of  the  province's  labor 
force,  creates  around  70%  value-added 
and  produces  more  than  75%  of  its 
economic  output.  Compared  with  the 
East  Java  economy  as  a  whole,  the 
Central  Zone  produced  56%  of  the 
province's  GRDP. 

At  the  two  peripheries  of  the  prov- 
ince (i.e.,  the  Western  and  Eastern 
Zones),  around  70%  of  workers  were 
employed  in  ISIC  31  (food,  beverages, 
and  tobacco)  industry.  However  in 
the  Central  Zone,  the  same  ISIC  in- 
dustry category  accounted  for  only  25% 
of  all  manufacturing  employment. 
Around  16%  of  employment  in  the 
Central  Zone  was  taken  up  by  ISIC  35 
(chemical,  petroleum,  coal,  rubber,  and 
plastic  products)  industry.  The  reasons 
for  this  pattern  appear  clear-cut.  Food, 
beverages,  and  tobacco  appear  concen- 
trated in  the  Western  Zone,  whereas 
the  Central  Zone  houses  a  concentrat- 
ion of  heavy  industries,  such  as  che- 
mical and  plastics  and  related  by-pro- 
ducts. 

The  Dominance  of  Kretek  Manu- 
facturing 

Tobacco  and  cigarette  processing 
is  important  in  Kediri,  located  in  East 
Java's  Western  Zone.  Very  small  in 


area,  Kediri  recorded  a  GRDP  of 
Rpl6.4  trillion  in  2001,  of  which 
78.27%  derived  from  manufacturing. 
The  main  industry  in  Kediri  is  kretek 
cigarette  production  and  the  dominant 
producer  is  PT  Gudang  Garam.  Since 
the  1990s,  the  company  is  believed 
to  be  the  largest  cigarette  producer 
in  Indonesia  (Sumarno  and  Kuncoro, 
2003)  and  Indonesia's  highest  cor- 
porate taxpayer  (McMichael  1997).  In 
the  absence  of  production  from  Gu- 
dang Garam's  'giant'  cigarette  fac- 
tory, Kediri's  GRDP  was  estimated  to 
have  amounted  to  only  Rp3.9  trillion 
in  2001. 

In  comparison  with  the  Western 
Zone,  the  Central  Zone  possesses  a 
much  higher  concentration  of  modern 
heavy  industry.  However,  kretek 
manufacturing  also  features  in  the 
Central  Zone  where  there  is  also  a 
sizable  kretek  factory  owned  by  PT 
HM  Sampoerna.  Other  than  the  big 
two  kretek  producers,  there  are  hun- 
dreds of  medium-sized  kretek  fact- 
ories, for  instance  the  Reco  Pentung 
factory  in  Tulungagung.  Kretek  'ci- 
garette factories  are  located  throughout 
the  Western  and  Central  Zones  in- 
creasing their  share  of  East  Java's  labor 
force  employed  and  value-added. 

Light  and  Heavy  Industry 

Light  manufacturing  comprises 
mainly  production  of  basic  consumer 
goods  while  heavy  industry  consists 
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of  the  production  of  industrial  sup- 
plies, intermediate  manufactured  goods 
and  sophisticated  consumer  goods 
(Kirkpatrick,  Lee,  and  Nixon  1984,  17). 
In  East  Java,  a  large  number  of  firms, 
ranging  from  small-medium  to  large 
mai\ufacturing  enterprises,  occupy 
the  major  3-digit  ISIC  industry  groups. 
ISIC  311  (food  and  beverages)  is  next 
in  importance  after  processed  tobacco 
and  cigarettes  in  the  Western  Zone, 

-  and -considered  significant  (in- terms 
of  its  share  of  employment  and  value- 

-  added)  in  the  Central  and  Eastern  Zones.- 

As  the  East  Java  economy  has  grown, 
the  demand  on  heavy  industries  to 
produce  intermediate  and  capital  goods 
for  industry  has  increased.  Beside 
light  industry  products  such  as  ciga- 
rettes and  food,  the  production  of 
paper  and  paper  goods  (ISIC  341) 

Table  7 


representing  'heavy'  industry,  has  in- 
creased dramatically.  Historically, 
this  sort  of  manufacturing  was 
located  in  Probolinggo  at  the  state- 
owned  Kertas  Letjes  factory.  As  manu- 
facturing industry  has  developed  in 
East  Java,  new  productive  plants 
in  this  major  ISIC  group  have  ap- 
peared, mostly  in  the  Central  Zone. 
PT  Tjiwi  Kimia  in  Sidoarjo  is  one 
example.-  Privately  owned  -factories 
producing  paper  products  were  also 
set  up  in  Surabaya,  Gresik,  and  Sidoarjo. 

-Despite  a  long-term- decline  in  4ts - 
share  of— manu-facturing  during  the 
twentieth  century,  light  industry  re- 
mained the  leading  industry  category 
in  2000.  At  the  same  time,  in  com- 
parison with  other  zones,  the  Central 
Zone  retained  a  high  proportion  of 
heavy  industry,  as  can  be  seen  in 
Table  7. 


THE  STRUCTURE  OF  EAST  JAVA'S  MANUFACTURING  VALUE  ADDED  (MVA) 
BY  ZONES,  1980,  1985,  1990,  1995,  2000,  AT  CURRENT  PRICES 

Zones  1980  1985  1990  1995  2000 


Light  Industry 

Western 

38.8 

34.8 

35.9 

32.8 

25.2 

Central 

33.2 

30.6 

32.9 

33.6 

38.7 

Eastern 

5.3 

6.7 

4.7 

2.8 

2.5 

77.3 

72.1 

73.5 

69.2 

66.4 

Heavy  Industry 

Western 

0.3 

0.6 

0.8 

1.5 

2.0 

Central 

20.8 

24.7 

23.9 

28.8 

31.1 

Eastern 

1.5 

2.6 

1.9 

0.5 

0.5 

22.7 

27.9 

26.5 

30. 

33.6 

East  Java 

100.0 

100.0 

100.0 

100.0 

100.0 

(Rp  trillion) 

0.7 

1.8 

4.8 

17.4 

51.8 
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EXPLANATIONS  FOR  THE  FAIL- 
URE OF  EAST  JAVA  S  MANU- 
FACTURING INDUSTRY 

A  number  of  possible  explanations 
may  be  adduced  to  account  for  the 
failure  of  East  Java's  manufacturing 
industry  to  keep  abreast  of  manu- 
facturing in  other  Indonesian  provinces, 
and  become  more  diversified.  While 
not  constituting  an  exhaustive  list, 
several  factors  appear  to  have  con^ 
tributed  to  East  Java's  laggard  manu- 
facturing sector:  physical"  infrastructure 
constraints,  a  weak  banking  and  in- 
vesbnent  climate,  a  narrow  export  base 
and  goverriment  policy. 

Infrastructure 

Constraints  on  the  capacity  of  East 
Java's  seaports,  airports,  road  networks 
and  power  generation  all  appear  to 
have  affected  the  growth  of  manu- 
facturing in  the  province.  Surabaya's 
quality  transport  infrastructure  assets 
consist  of:  the  road  tollway  connect- 
ing Tanjung  Perak  seaport  to  Gresik 
and  Pandaan  (Pasuruan);  Juanda  In- 
ternational Airport  near  Sidoarjo;  a 
major  highway  connecting  Sidoarjo 
to  Mojokerto  and  Kertosono  (under 
construction);  and  a  highway  to  Pasu- 
ruan. The  concentration  of  transport 
infrastructure  in  Surabaya  is  a  conse- 
quence of  the  city's  long  history  and 
its  role  as  a  trading  hub  for  the  whole 
of  eastern  Indonesia.  However,  Sura- 
baya's transport  infrastructure  suf- 


fers through  lack  of  attention  to  up- 
grading and  modernization.  East 
Java's  allocation  of  funds  for  provin- 
cial development  is  small  in  com- 
parison to  routine  budget  expenditure. 

A  series  of  focus  group  discussions 
held  in  October  2003  by  the  World 
Bank  with  the  private  sector  through- 
out East  Java  highlighted  infrastructure 
as  a  significant  business  constraint. 
Large  enterprises  identified  poor  road 
maintenance,  difficult  access  to  indus- 
ti-ial  estates,  insufficient  power  supply 
and  an  expensive  yet  insufficient  water 
supply  as  key  infrastructure  problems, 
while  srnall  businesses  identified  the 
negative  impacts  of  traffic  congestion 
on  distribution  and  the  need  to  supply 
their  own  captive  power  to  compensate 
for  the  unreliable  electricity  supply. 
{Jakarta  Post  -  Opinion  and  Editorial, 
1  September  2004). 

Seaports 

East  Java's  principal  maritime  gate- 
way is  the  port  of  Surabaya  at  Tan- 
jung Perak.  Siltation  in  the  Madiera 
Straits,  which  requires  regular  dredg- 
ing, poses  a  major  physical  constraint 
to  the  port's  operational  effectiveness. 
The  owners  of  the  port,  the  Indonesian 
Port  Corporation  III,  are  overseeing  a 
project,  known  as  the  Kali  Lamong 
project,  which  involves  deepening 
the  Strait's  approach  channel  to  9 
metres.  The  Surabaya  Container  Port 
(TPS)  however  is  not  affected  by 
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siltation  problems  as  it  is  located  nearer 
the  entrance  to  the  approach  channel. 

According  to  Ray  and  Blankfeld 
(2002),  Tanjung  Perak  is  located  too 
close  to  its  main  competitor,  the  port 
of  Jakarta  at  Tanjung  Priok,  to  serve 
as  an  effective  second  trans-shipment 
port  in  Indonesia.  Surabaya's  port  is 
not  efficient  in  comparison  with  Jakarta 
and  faces  difficulties  in  generating 
significant  operating  profit  to  allow 
the  port  to  grow.  Although  Surabaya 
levies  a  competitive  US$93  per  vessel 
Terminal  Handling  Charge  (THC), 
compared  to  US$150  THC  in  Jakarta, 
Surabaya  port  authorities  believe  they 
may  need  to  impose  supplementary 
levies  on  cargo  throughput  to  generate 
sufficient  revenue  to  cover  operating 
costs  and  make  a  profit.  The  port  of 
Lembar  in  Lombok  has  already  intro- 
duced additional  levies  to  increase 
income. 

TPS  is  about  two-thirds  the  size  of 
the  Jakarta  International  Container 
Terminal  (not  counting  the  Koja  exten- 
sion). In  2002,  ninety  ships  a  month 
called  at  TPS  and  the  port  handled 
one  million  TEU,  demonstrating  8% 
annual  growth.  This  was  a  good  re- 
sult, although  the  pre-crisis  figure  was 
15%  annual  growth.  The  average  ship 
capacity  berthing  at  the  Terminal  is 
1000  TEU.  The  rail  connection  at  TPS 
is  not  considered  efficient  with  only  3 
boxes  being  handled  a  day  at  the  rail- 
head. Trucking  is  the  only  efficient 
means  of  delivery  with  road  transport 
handling  about  2,000  boxes  a  day. 


Roads  and  Bridges 

Road  traffic  congestion  is  a  grow- 
ing impediment  to  the  smooth  flow  of 
people  and  goods  throughout  East 
Java.  The  East  Java  Development 
Planning  Agency  (BAPPEPROP)  has 
proposed  a  five-point  strategy  for 
boosting  the  provincial  economy  that 
relies  mainly  on  upgrading  road 
and  bridges.  The  strategy  calls  for 
completion  of  the  Surabaya-Madura 
Bridge;  upgrading  the  southern  ar-  - 
terial  roadway;  and  construction  of 
-  a  Surabaya^Mojokerto  tollway.    .  _ 

An  October  2001  VVorld  Bank-" 
funded  study,  the  Java  Arterial  Road 
NetWork  Study  (JARNS),  drew  attention 
to  growing  traffic  congestion  in  the 
region  around  Surabaya  The  study 
proposed  upgrading  the  Proboling- 
go-Banyuwangi  section  of  the  Java 
Main  Trunk  Network  to  a  minimum  7 
metre  width  standard,  although  a 
four-lane  road  was  considered  not 
warranted.  JARNS  found  that  private 
sector-funded  toll  roads  would  al- 
leviate road  traffic  congestion.  Finan- 
cially feasible  tollways  could  be  con- 
structed between  Gempol  and  Ma- 
lang,  Gempol  and  Pasaruan  and  Sura- 
baya and  Mojokerto,  by  2010  or  2015. 
A  further  Surabaya  Western  Bypass 
toll  road  may  be  feasible  by  2010. 
The  JARNS  study  identified  substantial 
private  sector  interest  in  possible  toll 
roads,  including  an  intra-city  private 
sector-funded  toll  road  in  the  City 
of  Surabaya. 
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After  a  prolonged  delay,  work  has 
commenced  on  the  SURAMADU 
Bridge  connecting  Surabaya  with  Ma- 
dura. The  bridge  is  intended  to  re- 
duce pressure  on  the  existing  ferry 
service  and  link  new  industrial  sites 
on  Madura  to  the  mainland.  Construct- 
ion, which  is  expected  to  be  com- 
pleted in  2006,  commenced  simul- 
taneously on  the  Surabaya  and  Bang- 
kalan  sides  of  the  Madura  Strait.  Fund- 
ing for  the  project  comes  from  the 
central -government  in  the  form  of 
Special  Purpose  Grants  {Dana  Alo- 
kasi  Khusus),  Kuwaiti  loans  and  from 
local  investors. 

In  contrast  to  existing  and  planned 
road  arteries  in  the  northern  part  of 
the  province,  road  infrastructure  along 
the  south  coast  of  East  Java  remains 
undeveloped.  In  the  first  year  of  de- 
centralization in  2001,  8  regencies 
(Pacitan,  Trenggalek,  Tulungagung, 
Blitar,  Malang,  Lumajang,  Jember, 
and  Banyuwangi)  signed  a  memoran- 
dum of  understanding  on  the  develop- 
ment the  southern  part  of  the  East 
Java.  However,  the  MOU  has  not  re- 
sulted in  any  concrete  projects  to  over- 
come the  transport  deficiencies  in 
the  area. 

Airports 

Air  transport  infrastructure  facil- 
ities have  been  slowly  up-graded  in 
recent  years  but  remain  below  the 
standard  that  might  be  expected  of 


Indonesia's  second  city.  Passenger 
throughput  at  Surabaya's  Juanda  Air- 
port has  fluctuated  considerably  since 
the  Asian  financial  crisis.  Until  1997, 
Juanda  airport  (domestic  and  interna- 
tional) was  handling  in  the  vicinity  of 
70,000  aircraft  a  year  (arrivals  and 
departures).  In  the  wake  of  the  crisis, 
the  number  of  aircraft  handled  drop- 
ped to  41,057  in  1998.  Since  2000, 
there  has  been  a  rebound  in  traffic 
with  66,275  aircraft  arrivals  and  de- 
partures in  2002.  This  compares  with 
the  46,100  aircraft  movements  at  Den- 

-pasar's  Ngurah  Rai  .  airport  in  2002. 

-  That  -Surabaya  remains  -Indonesia's 
second  busiest  airport  reflects  Juanda 
airport's  important  role  as  an  air  hub 
for  Eastern  Indonesia.  After  a  pro- 
longed period  of  planning  and  review, 
work  has  commenced  at  Juanda  on  a 
second  runway  and  terminal  facility 
that  is  being  built  with  Japanese  private 
and  government  funds. 

Electricity 

The  limited  capacity  of  East  Java's 
electricity  generation  and  supply  net- 
work has  for  some  time  imposed  an 
important  infrastructure  constraint 
on  manufacturing  in  the  province.^ 
Demand  for  electricity  in  East  Java  is 
growing  at  a  rate  of  5%  per  year  and 
a  gap  has  been  created  between  peak 
electricity  load  and  capacity  to  supply. 


^amashita  (September  2002). 


It  was  also  reported  that  the  imbal- 
ance between  electricity  demand  and 
supply  is  likely  to  affect  the  province's 
industrial  output  in  2004  {]awa  Pos,  2 
January  2003). 

Finance  and  Banking 

East  Java's  banking  sector  is  skewed 
towards  retail  banking  rather  than 
providiiig  credit  for  srnall  and  rriedium 
enterprise  development.  Surabaya  holds 
a  dominant  position  in  East  Java's 
banking,  infrastructure,  housing  the 
majority  of  the  province's_  1,150  dom- 
estic, foreign  and  joint  venture  banks. 
Domestic  commercial  banks  in  Sura- 
baya control  62%  of  total  bank  deposits 
held  in  the  province.  Bank  Mandiri, 
Bank  Negara  Indonesia  (BNI)  and 
Maspion  Bank  are  the  top  three  baiiks. 

Foreign  banks,  representing  about 
9%  of  banks  in  East  Java,  are  not  con- 
sidered to  play  a  strong  role  in  lending 
for  industrial  development.  Eleven 
foreign  banks  currently  operate  in 
Indonesia  and  maintain  representative 
offices  in  Surabaya,  including  ABN- 
Amro  Bank,  Standard  Chartered  Bank, 
HSBC,  Citibank  and  Australia's  Com- 
monwealth Bank.  The  foreign  banking 
sector  offers  a  range  of  products  de- 
signed to  appeal  to  established  large 
corporate  customers,  e.g.  credit  cards, 
trade  finance,  export  credit,  project 
finance  and  investment  products.  The 
newest  foreign  bank  in  East  Java  is  the 
Commonwealth  Bank  which  opened  a 


retail  branch  Surabaya  in  April  2003. 
It  derives  most  of  its  income  from 
private  banking,  especially  in  home 
and  car  loans. 

Investment  Climate 

The  perceived  hidden  cost  of  in- 
vesting in  East  Java  may  be  a  factor 
that  has  stymied  growth  in  manu- 
-  facturing.  According  to  Regional  Auto- 
nomy Watch's  2003  Survey  of  Regional 
Investment  Attractiveness,  three  Ka- 
bupaten/Kotamadya  in  East  Java  (Ke- 
difi,  Malang  and  Sidbarjo)  rank 
among  Indonesia's  20  most  attractive 
.sub-provincial  locations  for  investment 
(8th,  15th  and  17th  respectively).  How- 
ever, the  survey  found  that  illegal 
levies  were  an  integral  feature  of  in- 
vesting in  all  the  regions  examined. 
In  Sidoarjo  for  example,  up  to  36%  of 
manufacturing  enterprises  were  aware 
of  some  form  of  levy  imposed  by  local 
police  while  27%  of  businesses  claimed 
to  have  been  targeted  by  'social  or- 
ganisations' soliciting  donations. 

As  a  result  of  these  'informal'  con- 
straints on  investment^  sub-provincial 
governments  have  had  to  be  inventive 
in  offering  incentives  to  potential  in- 
vestors to  their  regions.  Both  the 
Sidoarjo  and  Kediri  Kabupaten  ad- 
ministrations have  set  up  industrial 
estates  to  attract  industry  to  locate  in 
their  regions. 

East  Java  planners  have  strongly 
encouraged  domestic  and  foreign  in- 
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vestment  in  industrial  estates.  In  East 
Java,  the  output  of  industrial  estates 
is  predominantly  intended  for  the 
domestic  market.  East  Java  boasts 
four  established  sites:  SIER  (Surabaya 
Industrial  Estate  Rungkut),  Ngoro  In- 
dustri  Persada  (NIP)  in  Mojokerto, 
PIER  (Pasuruan  Industrial  Estate  Rem- 
bang)  in  Pasuruan,  and  most  recently, 
KIM  {Kawasan  Industri  Maspion)  an 
industrial  estate  developed  by  Mas- 
pion Group  which  'is  located  between 
Surabaya  and  Gresik.^  All  of  these 
industrial  estates  support  elaborately 
transformed  manufacturing. 

The  Impact  of  Government  Policy 

Government  policy  has  had  a  major 
impact  on  the  development  of  manu- 
facturing industry  in  East  Java.  As  Dick 
et.al.  (1993)  noted.  East  Java's  suc- 
cess in  social  and  economic  policies 
was  at  least  in  part  attributable  to  a 
professional  bureaucracy  and  the  per- 
ceived legitimacy  of  the  provincial 
administration. 

The  advent  of  regional  autonomy 
in  2001  altered  the  inter-relationship 
between  the  different  levels  of  gov- 
errunent  in  East  Java  and  weakened  the 
role  of  policy-makers  at  provincial 
level,  including  with  respect  to  the 
formulation  of  industry  policy.  Be- 
fore   decentralisation.    East  Java's 


^PT  Maspion  is  located  in  Sidoarjo 
and  employs  over  30,000  people  in  con- 
sumer and  aluminium  goods  manufacturing. 


BAPPEPROP,  the  provincial  develop- 
ment planning  board  established  by 
the  provincial  government,  had  a 
dual  role  of  policy  maker  and  devel- 
opment planning  coordinator.^  De- 
centralization has  changed  BAPPEP- 
ROP's  role  in  the  planning  process, 
from  an  essential  element  linking  the 
provincial  government  with  sub-pro- 
vincial administrators  to  that  of  an 
advisor  to  the  various  Kabupaten 
and  Kotamadya  within  the  province. 

Under  regional  autonomy,  .KflZ7u- 
paten  and  Kotamadya  administrations 
in  Indonesia  have  a  key  planning  role' 
and  more  authority  than  provincial 
governments.  As  has  occurred  in  other 
parts  of  Indonesia,  sub-provincial  ad- 
ministrations in  East  Java  have  used 
their  authority  to  formulate  policy  in- 
dependently of  the  provincial  gov- 
ernment, particularly  in  the  field  of 
taxation  and  regulation.  At  the  same 
tim.e,  the  provincial  government  has 
attempted  to  maintain  its  influence 
on  industry  by  introducing  regulations 
and  local  levies  (Pendapatan  Asli 
Daerah  -  PAD),  many  of  which  du- 
plicate regulations  that  have  been  is- 
sued by  Kabupaten  and  Kotamadya 
governments.  As  a  result,  many  eco- 
nomic activities  are  doubly  burdened 
with  identical  or  similar  levies. 

It  may  be  argued  that  increasing  re- 
course to  PAD  levies  on  the  part  of  the 


'Pratono  (2004). 
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East  Java  provincial  and  sub-provincial 
administrations  is  likely  to  hinder 
manufacturing  growth.  According 
to  a  recent  survey,  58%  of  businesses 
in  Sidoarjo  complained  that  increased 
taxes  and  levies  under  decentralisa- 
tion posed  a  burden  on  their  operat- 
ions.' Food  manufacturer.  Nestle, 
for  example,  paid  up  to  Rp  80  million 
to  fulfil  a  local  government  require- 
ment "To  reiiew"  a  'disturbance  pefrnit'T 
There  is  a  danger  that  PAD  levies 
will  become  an  impost  on  the  most 
profitable  industries,'  such  as  cigarette 
manufacturers.  PT  Gudang  Garam, 
for  example,  contributes  Rp  5  billion 
to  Kabupaten  Kediri's  coffers  each 
year  in  local  taxes. While  it  is  still  too 
early  to  speculate  with  confidence,  it 
seems  reasonable  to  assume  that  re- 
gional autonomy  in  East  Java  will 
encourage  sub-provincial  adminis- 
trations to  become  more  competit- 
ive in  offering  investment  incentives. 
This  could  result  in  an  increased  var- 
iety of  manufacturing  industry  policy 
within  the  Province.  Whether  the 
emergence  of  a  plethora  of  new  in- 
vestment and  manufacturing  policies 
would  be  attractive  to  new  investors 
remains  to  be  seen. 


Agus  Pramusinto.  Paper  presented  at 
Asian  Studies  Association  of  Australia  Na- 
tional Conference,  Canberra,  1  July  2004. 

^"Author's  fieldnotes  (McMichael, 
2003).  As  the  country's  highest  corporate 
taxpayer,  PT  Gudang  Garam  returns  around 
Rp  1  trillion  in  excise  to  the  Indonesian 
government. 


CONCLUSION 

The  foregoing  analysis  suggests 
industrial  development  in  East  Java 
does  exhibit  special  characteristics  by 
virtue  of  its  historical  growth  and 
largely  domestic  orientation.  The 
story  of  manufacturing  industry  in 
East  Java  is  basically  one  of  failure 
to  take  advantage  of  considerable  re- 
source endowments  and  diversify, 
into  international  markets.  Particularly 
since  the  Asian  financial  crisis.  East 
Java's  manufacturing  sector  has  not 
performed"  ^s  well  as  other  similarly- 
, well-endowed  regions  in  Southeast 
.Asia  and  has  fallen  behind  some  other 
provinces  of  Indonesia  in  comparat- 
ive terms.  The  province's  consider- 
able physical  infrastructure  endow- 
ments, the  educational  level  of  at- 
tainment of  its  population,^^  and  its 
public  sector  tradition  of  sound  eco- 
nomic and  financial  management 
stand  out  as  factors  that  should  have 
propelled  East  Java  manufacturing  to 
a  position  of  regional  if  not  interna- 
tional significance.  That  this  has  not 
occurred  may  be  explained  in  terms 
of  both  internal  and  external  factors. 

Within  East  Java,  allocation  of  for- 
eign and  domestic  investment  in  trans- 
port  and   power   generation  infra- 


^^Jones  (1993)  suggests  the  level  of 
attainment  in  primary  and  secondary 
schooling  was  below  the  rest  of  Indonesia 
until  the  1970s  but  increased  through  the 
1980s  to  match  that  for  Indonesia  as  a  whole. 
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Structure,  two  key  elements  in  the 
growth  of  an  efficient  nvanufacturing 
industry,  has  been  largely  centred  on 
the  SUGRESID  region  surrounding 
Surabaya.  Little  government  revenue 
has  been  made  available  to  develop 
infrastructure  in  other  less  dynamic  re- 
gions of  the  province.  This  pattern  of 
concentrating  infrastructure  spending 
in  the  greater  Surabaya  economic  re- 
gion has  had  the  effect  of  tying  up 
the  province's"  manufacturing  activity 
in  its  economic  heartland.  However, 
concentrating  manufacturing  in  the 
Surabaya  region  has  exacerbated  an 
existing  transport  bottleneck  and  dis- 
rupted the  timely  distribution  of  East 
Java's  industrial  goods  to  domestic 
and  international  markets. 

It  will  be  difficult  for  East  Java  to 
improve  its  international  competit- 
iveness to  any  substantive  degree  if 
the  province's  manufacturing  output 
remains  dependent  on  a  few  ISIC  cate- 
gories into  the  foreseeable  future, 
principally  food,  beverages,  and  to- 
bacco. East  Java's  principal  manufac- 
tured exports  are  precisely  those  sub- 
ject to  increasing  competition  from 
low-cost  industrial  production  in 
other  Asian  countries.  A  lack  of  a  div- 
ersified industrial  base,  a  narrow 
range  of  exports  and  the  failure  to  es- 
tablish strong  linkages  with  interna- 
tional capital  and  markets  is  likely  to 
continue  to  retard  foreign  and  dom- 
estic investment  flows  into  the  manu- 
facturing sector. 


At  the  same  time,  Surabaya  will 
continue  to  be  an  important  supplier 
of  household  items,  consumables  and 
equipment  to  markets  throughout 
eastern  Indonesia  and  for  major  re- 
source exploitation  projects  in  Sula- 
wesi, NTT  Province  and  Papua.  In 
East  Java,  strong  brand  loyalty 
amongst  consumers  means  that  local 
companies  are  able  to  sustain  solid 
profits  through  being  identified  as 
East  Java  entities.  For  example,  in  re- 
cent years  Jawa  Pos  Group,  originally 
relying  on  its  flagship  Surabaya  daily 
newspaper,  has  diversified  its  business 
interests  into  publishing,  tourism,  and 
property.  The  firm's  commercial  suc- 
cess owes  much  to  its  popular  ident- 
ification as  an  East  Java  company. 

It  would  be  reasonable  to  expect 
that  levies  on  industry,  both  legal  (e.g., 
PAD)  and  illegal  (e.g.,  wild  harvest- 
'pungutan  liar')  have  had  a  negative 
impact  on  manufacturing  in  East  Java. 
It  is  difficult  to  determine,  however, 
to  what  extent  these  imposts  have 
constrained  growth  in  manufacturing 
compared  with  other  provinces  where 
such  levies  also  abound. 

Political  economy  considerations 
have  had  a  distinct  bearing  on  East 
Java's  manufacturing  landscape.  It  is 
widely  believed  that  two  of  the  most 
important  power  brokers  in  East  Java, 
the  conservative  socio-religious  Muslim 
organization,  Nahdlatul  Ulama  (NU) 
and  the  military  (TNI),  both  provide 
finance  and  political  protection  for 
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certain  industries  in  the  province.  For 
example  in  Trawas  south  of  Surabaya, 
the  NU  has  an  investment  in  a  salak 
fruit  and  banana  processing  enterprise. 
As  the  influence  of  political  parties  in 
national  and  provincial  politics  grows, 
it  is  likely  that  more  political  pressure 
will  be  exerted  on  sub-provincial 
legislatures  to  formulate  policy  to  the 
advantage  of  certain  manufacturing 
ventures  associated -with-  particular- 
party  interests  (for  instance  with  re- 
spect to  spending  on  infrastructure). 

-National  government  policies  have 
—favored  Jakarta/West  Java  as  a_  location 
for  manufacturing  investment  because 
of  the  region's  well-developed  infra- 
structure, large  pool  of  skilled  labor, 
easier  access  to  capital  and  dominant 
hold  on  international  trade  and  invest- 
ment flows.  The  promotion  of  indus- 
try growth  in  regions  nearest  Jakarta 
may  help  to  account  for  the  relatively 
poor  performance  of  East  Java's  manu- 
facturing sector  in  comparison  with  Ja- 
karta/West Java. 

The  'balanced  development'  para- 
digm put  forward  by  Dick  and  other 
researchers  in  the  1990s  still  rings 
true  for  East  Java.  The  province  surv- 
ived the  Asian  financial  crisis  in  re- 
latively good  shape  by  national  stan- 
dards because  of  several  factors:  a 
lesser  dependence,  in  comparison 
with  Jakarta,  on  international  financial 
markets  and  highly  exposed  national 
banks;  a  more  flexible,  smaller-scale 
and  domestic-oriented  industry  base; 


and  an  absence  of  the  corrupt  business 
practices  of  the  crony  capitalists  as- 
sociated with  the  Soeharto  regime 
during  the  economic  boom  years  of 
the  mid-1990s.  But  the  development 
of  a  broad  industrial  base  in  East  Java 
has  not  led  to  a  diversification  of 
the  province's  manufacturing  sector 
and  forging  of  links  with  international 
markets.  Although  other  manufac- 
_  turing- intensive  provinces  of  Indonesia 
were  more  affected  by  the  crisis,  their 
export  orientation  and  responsiveness 
to  changes  in  global  demand  have 
given  them  an  internationally  com- 
petitive-edge over  East  Java  industry. 
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EAST  JAVA:  REGENCIES  AND  MUNICIPALITIES  BY  GEOGRAPHIC  ZONE 
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PSC^  operations  in  the 
Malacca  Strait:  Legal  and  Political 

Issues  and  Options 

Mark  J.  Valencia 


INTRODUCTION 

I N"  the  wake  of  relentless  attacks 
by  sea  robbers^  and  the  now  all- 
too-frequent  kidnapping  of  hap- 
less crew  for  ransom,  several  PSCs 
have  begun  offering  armed  guard  and 
escort  services  for  vessels  transiting 
the  Malacca  and  Singapore  Straits.^ 
And  owners  of  large,  high  value,  slow 
moving  vessels  (tankers,  oil  drilling 
rigs,  cable  layers)  anxious  to  avoid 
possible  increases  in  insurance,  or  the 
alternative  possible  costs  of  ship 
hijacking  and  crew  ransom  have 
begun  availing  themselves  of  these 
services.  Although  Singapore  allows 
these  companies  to  operate  from  its 
land  and  sea  jurisdiction,  their  act- 
ivities raise  difficult  policy  issues  for 
the  two  nations  with  jurisdiction  in 
the  Malacca  Strait— Indonesia  and  Ma- 
laysia. 

*Private  Security  Companies  with  mari- 
time operations. 


In  areas  under  both  Malaysian  and 

-  Indonesian-  jurisdiction,,  possession 

-  of  firearms  .and  even  bullets  by  un- 
licensed private  citizens  is  a  serious  of- 
fense.^ Therefore,  the  operation  of 
these  "guards"  in  these  states'  territorial 
or  archipelagic  waters  in  the  Malacca 
Strait  raises  questions  of  law,  sover- 
eignty and  accountability.  Under  exist- 
ing domestic  laws,  Malaysia  and  Indo- 
nesia could  license  these  private  com- 
panies to  allow  their  employees  to 
carry  and  use  firearms  in  their  waters. 
But  will  they  do  so,  or  will  they  try 
to  narrow  or  close  the  legal  and  po- 
litical niche  that  allows  them  to  op- 
erate in  their  waters  with  relative 
impunity? 

Moreover,  if  these  security  per- 
sonnel operate  only  in  Singapore's 
territorial  waters,  will  the  sea  robbers 
concentrate  on  unguarded  vessels  in 
Malaysian  and  Indonesian  waters  be- 
cause they  do  not  allow  such  private 
armed  escorts?  Is  the  use  of  armed 
guards  and  escorts  stimulating  an 
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"arms  race"  which  the  pirates  will 
only  escalate?  Moreover,  what  are  the 
functions  of  these  armed  guards  vis- 
a-vis those  of  the  Strait  states'  navies, 
coast  guards  and  marine  police?  If 
Malaysia  or  Indonesia  license  the 
operation  of  these  private  security 
forces  in  their  waters,  are  they  tacitly 
admitting  that  they  have  neither  the 
will  nor  the  capability  to  ensure  se- 
curity ih^  the  Strait? 

Perhaps  more  disturbing,  what  if 
these  private  security  personnel  make 
a  mistake,  i.e.y  kill  ox  wound  innocent 
fishermen  and  crew;  "damage  property, 
or  interfere  with  the  actions  of  state 
law  enforcement  agencies?  Who  is 
responsible — the  individual,  the  security 
company,  or  the  state  that  gave  them 
permission  to  bear  and  use  firearms  in 
the  first  place?  This  in  turn  raises  the 
question  of  the  quality  of  personnel 
and  their  regulation  in  the  use  of  fire- 
arms— if  they  are  allowed  to  use  them. 

This  paper  examines  the  situation 
that  has  created  the  niche  in  which 
PSCs  operate,  as  well  as  the  legal,  po- 
litical and  practical  options  available 
to  Malaysia  and  Indonesia  regarding 
their  operations. 

THE  CURRENT  SITUATION: 
CONFUSED  AND  CONFUSING 

Jurisdiction  in  the  Strait  of  Ma- 
lacca^ 

According  to  the  1982  Convention 
on  the  Law  of  the  Sea  which  Malaysia, 


Indonesia  and  Singapore  have  ratified,^ 
all  coastal  states  are  entitled  to  12 
nautical  miles  ("nm")  territorial  seas, 
and  12  nm  contiguous  zones,  a  con- 
tinental shelf,  and  a  200  nm  Exclusive 
Economic  Zone,  all  measured  from 
'baselines'  which  enclose  internal 
waters  (in  Indonesia's  case,  archi- 
pelagic baselines  and  waters).  Prior 
to  1982,  Malaysia  had  already  claimed 
12  nm  territorial  seas.  Malaysia's 
..Emergency  (Essential  Povvers)  Ordin- 
ance No.  7  of  August  1969^  states 
that  the  breadth  of  the  territorial 
waters  of  Malaysia  shall  be^l2  nm  and 
shall  be  measured  in  accordance  with 
■  Articles  3,  4  and  6-13  of  the  1958 
Geneva  Convention  on  the  Territorial 
Sea  and  the  Contiguous  Zone.^  In  ad- 
dition, on  27  October  1969,  Malaysia 
and  Indonesia  also  signed  an  agree- 
ment delimiting  the  continental  shelf 
between  the  two  countries  in  the  Ma- 
lacca Strait  and  elsewhere.'' 

Some  10  years  later,  on  21  De- 
cember 1979,  Malaysia  published  the 
Peta  Baru  (the  New  Map)^  which  dis- 
played and  specified  Malaysia's  ter- 
ritorial sea  in  the  Malacca  Strait  and 
elsewhere.  However,  Malaysia  did  not 
and  has  not  made  a  formal  declaration 
or  publicly  identified  the  precise  co- 
ordinates of  its  straight  baselines  from 
which  these  claims  are  measured, 
as  required  under  Article  4.6  of  the 
1958  Geneva  Convention. 

Malaysia's  straight  baselines  and 
internal  waters  can  however  be  infer- 
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red  by  drawing  a  line  12  nm  landward 
from  and  parallel  to  the  territorial  sea 
limits.  These  inferred  straight  base- 
lines claims  have  been  and  may  be 
challenged  by  other  countries.  The 
United  States  has  not  protested 
these  baselines  because  they  have  not 
been  publicly  declared  or  due  pub- 
licity given.  Although  Indonesia  ac- 
cepted Malaysia's  use  of  Pulau  Perak 
and  Pulau  Jarak  aa  base  points  for  the 
delimitation  of  the  continental  shelf, 
Indonesia  did  not  recognize  them  as 
valid  base  points  for  Malaysia's 
claimed  territorial  sea.  This  is  prob- 
ably oiie  reason  why  there  is  "ho 
agreement  on  a  territorial  sea  boundary 
between  Indonesia  and  Malaysia  in 
this  part  of  the  Malacca  Strait.  Indeed, 
in  February  1980,  Indonesia  protested 
Malaysia's  New  Map,  including  spe- 
cifically Malaysia's  territorial  waters 
claim  in  the  Strait  of  Malacca. 

The  concept  of  sovereignty  dictates 
that  the  state  has  a  legitimate  monopoly 
on  the  use  of  force  in  its  territory  (and 
territorial  seas).  However,  the  legit- 
imacy of  the  extent  of  Malaysia's  claim 
to  territorial  seas  in  the  Malacca  Strait 
has  been  challenged  by  others.  If  Ma- 
laysia is  unable  to  enforce  its  laws  there, 
is  it  sacrificing  a  portion  of  its 
normally  sacrosanct  sovereignty  and 
thus  weakening  its  claim? 

Indonesia  claims  archipelagic  (in- 
ternal) waters,  a  territorial  sea,  and  a 
contiguous  zone  in  the  Strait.  Singa- 


pore claims  a  12  nm  territorial  sea  and 
a  contiguous  zone  to  the  extent  it  is 
able  to  do  so  in  its  waters  which  abut 
Malaysian  and  Indonesian  waters. 
Some  segments  of  boundaries  between 
Malaysia,  Indonesia  and  Singapore 
adjacent  to  and  in  the  Singapore  Straits 
remain  unresolved. 

In  sum,  all  of  the  Malacca  Strait 
south  of  Pulau  Jarak  is  either  Indone- 
sian or  Ivlalaysian  clairhed  territorial  sea 
or  internal  waters.  North  of  Pulau  Ja- 
rak to  Pulau  Perak,  there  is  a  sliver 
of  EEZ  between  the  two  countries' 
claimed  contiguous  zone  waters.  Thus 
most  of  the  Malacca  Strait  and  the 
areas  where  sea  attacks  occur  are  imder 
the  jurisdiction  and  laws  of  Indonesia 
and  Malaysia. 

Location  and  Pattern  of  Incidents 

By  comparing  the  locations  of  re- 
ported incidents  (both  successful  and 
unsuccessful  attacks),  a  pattern  em- 
erges, and  then  changes  with  time 
and  response. 

In  2003,  there  was  a  cluster  of  6 
incidents  reported  off  northeast  Su- 
matra (Aceh)  and  9  off  Medan.  There 
were  also  clusters  of  4  incidents  off 
Lumut,  6  off  Muar  and  6  in  the  en- 
trance of  or  in  the  Phillip  Channel. 

In  2004,  we  see  the  same  clusters 
off  northeast  Sumatra  (Aceh),  Me- 
dan and  Lumut  and  at  the  entrance 
to  the  Phillip  Channel.  However,  the 
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incidents  off  Sumatra  were  reduced 
to  4  while  those  off  Medan  were 
more  concentrated.  In  2004,  there 
were  also  more  incidents  in  the  center 
of  the  Malacca  Strait  and  around 
Penang  and  Port  Kelang  than  in  2003. 

In  the  first  half  of  2005,  there  were 
no  incidents  reported  off  Aceh,  a  few 
off  Medan  and  a  few  in  the  Singapore 
Straits^     

From  the  pattern  of .  distribution 
of  attacks  it  appears  that  at  least  two 
groups 'are  operating  on  the  Indonesian 
side  of  the  Malacca  Strait  off  north- 
east Sumatra  and  Medan,  and  that 
three  groups  are  operating  on  the 
Malaysian  side  of  the  Strait,  off  Lumut, 
off  Muar,  and  in  the  entrance  to  the 
Phillip  Channel.  With  the  exception  of 
three  incidents  in  the  northern  Ma- 
lacca Strait,  all  of  the  incidents  took 
place  in  Indonesian  or  Malaysian 
claimed  internal  or  territorial  waters. 
The  most  successful  attackers  were 
the  groups  operating  off  northeast  Su- 
matra (Aceh)  and  Muar. 

Highlighting  by  media  and  some 
policy  analysts  of  the  possibility  of 
cooperation  between  'pirates'  and  'ter- 
rorists' with  potentially  disastrous  con- 
sequences has  led  to  the  declaration  of 
the  Strait  as  a  'high-risk  area'  for  piracy 
and  terrorism  by  Lloyd's  Joint  War 
Committee.  Such  a  listing  may  result  in 
higher  insurance  rates  for  ships  using 
the  Strait.  This  could  in  turn  increase 
costs  of  goods  to  consumers.  The  de- 


signation is  arbitrary  and  naturally 
opposed  by  many  ship  owners,  their 
associations  and  the  Straits  states.^ 

Operations  of  PSCs  in  the  Malacca 
Strait 

At  least  one  company.  Background 
Asia  Risk  Solutions  (BARS),  has  op- 
erated in  Malaysian  or  Indonesian 

waters- in  the  Malacca  Strait. ^°  BARS  

claims  to  be  the  leading  provider  of 
armed  escorts  in  the  Asian  region  for 
maritime  assets.  It  has  conducted 
several  complex  operations  guarding  - 
oil  and  gas  floating  assets  and  their 
convoys.  It  has  also  provided  armed 
escorts  to  slow  moving  convoys  like 
ocean-going  tugs  and  barges. BARS 
typically  runs  six  escort  missions 
a  month  for  a  fee  ranging  from 
$50,000  -  $100,000  depending  on  the 
mission. According  to  Liss,  BARS 
suggests  the  use  of  10  guards  per  ves- 
sel on  a  transit  longer  than  24  hours 
at  a  cost  of  US$30,000  -  $40,000  per 
month.^3 

It  could  be  that  nary  a  shot  has 
ever  been  fired  by  the  PSCs  operating 
in  the  Malacca  Strait.  But  that  does  not 
mean  that  it  will  not  happen.  Some 
idea  of  the  possibilities  can  be  gleaned 
from  the  armaments,  strategy,  and 
tactics  used  by  the  'pirates'^^,  and  the 
range  of  services  offered  by  the  PSCs. 
Some  assailants  exhibit  a  high  degree 
of  competency  and  tactical  prowess 
which  indicates  some  relatively  ri- 
gorous training. They  employ  flak- 


PSC  OPERATIONS  IN  THE  MALACCA  STRAIT  (Valencia) 


361 


jackets,  military  weapons,  multiple 
boats,  and  command  and  control.  In- 
deed, some  appear  to  be  better  equip- 
ped and  trained  than  the  coastguard 
or  even  some  of  the  navies  in  the  re- 
gion. While  the  Singapore-based  firms 
are  prohibited  by  law  from  using 
heavy  machine  guns,^^  armaments 
reportedly  seen  in  the  possession  of 
'pirates'  include  heavy  machine  guns 
and  rocket  propelled  grenades,  in  ad- 
dition to  the  usual  automatic  assault 

-rifles.  Kidnapping  for  ransom  has. be- 
come frequent;  ransom  is  around  US$ 
100,00CL  less,  basically  what  the  market 

-will  bear.  Last  yean.  40  sailors  were 
kidnapped  in  about  20  incidents;  four 
were  killed.^''  Although  the  1MB  data 
indicate  5-7  gangs  in  operation,  there 
are  as  many  as  12-15  other  gangs  op- 
erating in  the  Malacca  and  Singapore 
Straits  based  in  southern  Thailand  and 
Indonesia,  each  about  50-men  strong. 
Some  may  be  tied  to  organized  crime 
based  in  Hong  Kong.^^  It  would  be  ex- 
tremely important  to  eradication  and 
protection  efforts  to  know  how  many 
gangs  are  operating  and  their  approx- 
imate bases  and  modus  operandi. 

There  are  approximately  five 
PMSCs  based  in  Singapore  offering  a 
range  of  services — from  risk  con- 
sulting to  'detention  and  elimination 
of  threatening  parties'.^'  Most  PSCs 
offer  major  anti-piracy  services  such 
as  risk  assessment  and  consulting, 
armed  guards  onboard  vessels  and/ 
or  vessel  escorts,  crisis  response,  in- 


vestigation and  recovery  of  hijacked 
vessels  and  cargoes,  rescue  of  kid- 
napped crew  members,  and  protection 
of  fishers  against  poachers  and  pir- 
ates.^°  Some  PSCs  personnel  are  ex- 
Western  military  veterans  with  ex- 
perience in  Iraq  or  Afghanistan.  It 
is  unknown  if  all  of  these  services  have 
been  provided  but  the  intent  is  there. 

Some  PSCs  maintain  their  operat- 
—  ions  are  a  purely  defensive  deterrent. 
For  example,  Alex  Duperouzel,  Man- 
aging Director,  of  BARS,  wrote  in  a  '  - 
letter  to  the  Jakarta  Post?^ 

"We  have  no  offensive  capability 
whatsoever.  Our  role  is  purely  de- 
fensive. That  role  is  spelt  out  in 
our  contracts  with  our  clients,  in 
the  procedures  we  agree  with  the 
Master  of  the  vessels,  and  in  the 
representations  we  make  to  the 
governments  and  sovereign  police 
authorities  that  we  are  required 
to  commimicate  with. 

While  we  are  conducting  our  guard- 
ing activities  we  do  not,  under  any 
circumstances,  engage  in  the  ^ot 
pursuit  of  any  vessel.  Our  role  is  to 
assist  our  clients  plan  a  route  that 
is  the  safest  for  their  people  and  as- 
sets, to  provide  an  early  warning 
system  to  the  proper  authorities  in 
the  event  of  an  attack  and  then  to 
execute  measured  tactics  and  stra- 
tegies to  suppress  that  attack  while 
we  await  a  response  from  the  auth- 
orities. The  navies,  maritime  police 
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and  coast  guards  are  the  proper 
authorities  for  conducting  piracy 
and  maritime  crime  eradication. 
That  is  not  our  role,  it  never  will  be. 

Our  operations  are  complex  and  in- 
volve considerable  planning  and 
training.  We  go  to  considerable 
lengths  to  ensure  that  those  operat- 
ions are  conducted  safely  for  our 
clients,  our  men  and  the  consid- 
erable amount  of  traffic  on  the  ocean 
that  is  innocent  and  presents  no 
risk.  We  have  an  unblemished 
safety  record  and  we  work  hard  to 
keep  that  intact." 

Others  echo  this  sentiment. 

"Non-lethal  deterrence  is  the  goal. 
Private  security  does  not  have  the 
legal  authority  to  pursue  pirates  or 
armed  robbers  in  territorial  waters, 
on  land,  or  across  international 
boundaries.  Private  security  will 
only  'engage  with'  a  threat  when 
that  threat  presents  a  clear  and  de- 
fined danger  to  the  protected  pro- 
perty, and  only  to  the  extent  that 
the  asset  is  protected."^^ 

However,  these  claims  to  a  purely 
defensive  mode  certainly  do  not  rule 
out  the  use  of  firearms.  Indeed,  if 
PSC  employees  carry  firearms,  they 
are  prepared  to  use  them.  As  Dupe- 
rouzel  is  reported  to  have  said 

"  we  are  in  the  business  of  sup- 
pressing it  [armed  robbery]  and  pro- 


tecting our  clients.  We  can  pro- 
tect a  ship,  or  do  whatever  it  takes 
[emphasis  added]  to  recover  a  ship 
or  crew". 

So  far,  according  to  Duperouzel,  his 
men  have  not  opened  fire  but 


However,  indicating  the  potential 
for  a  firefight,  Duperouzel  has  also 
been  quoted  as  saying 

"If  we  can  take  out  an  engine,  we'll 
do  so.  We  will  also  go  for  the  knees. 
But  if  we  are  forced  to  engage,  we 
will  engage  to  win".^^ 

Moreover,  the  BARS  website  ad- 
vertises that  'it  has  developed  state  of 
the  art  procedures  to  retake  assets.'^ 

It  is  not  clear  if  PSC  operations 
have  or  will  have  any  affect  on  in- 
surance rates  for  ships  using  the  Straits. 
On  the  one  hand,  just  the  perceived 
need  for  PSCs  indicates  higher  risk  and 
may  contribute  to  higher  rates.  On  the 
other  hand,  that  PSCs  are  available 
and  operating  in  the  Strait  may  con- 
tribute to  a  decrease  in  attacks  and 
thus  lowered  risk  and  rates.  But  given 
that  both  1MB  and  IMO  oppose 
armed  guards  and  escorts  on  safety 
grounds^^  some  may  to  view  PSC  op- 


"have  been  involved  in  several  con- 
frontations with  suspected  pirates, 
who  have  always  backed  off  when 
weapons  are  displayed.  All  we  had 
to.  do  was  step  up  and  show  our 
weapons  when  close  enough". 
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erations  as  a  risk  in  themselves  and 
thus  a  contribution  to  higher  risk  and 
rates.  The  effect  of  PSCs  on  risk  and 
insurance  rates  needs  more  study. 

Permission  to  Operate  in  Malay- 
sian and  Indonesian  Waters 

There  is  some  difference  of  opinion 
as  to  whether  or  not  PSC  operations 
are  allowed  in  Malaysian  and  Indone- 
sian waters.  Most  of  the  companies 
based  in  Singapore  emphasize  their 
excellent  relationship  with  littoral  state 
law  enforcement  agencies.  Some  claim 
explicitly  that  they  have  littoral  state 
approval  to  operate^  in  the  Malacca 
Strait.  For  example  the  BARS  web  site 
states 

"Our  Maritime  Piracy  Suppression 
Operations  in  the  Malacca  Straits 
are  the  first  approved  operations 
of  their  type  by  relevant  littoral 
states". And  "We  work  within  the 
laws  of  Uttoral  states  that  we  pass 
through  as  well  as  the  provisions  of 
IMO,  SOLAS  and  ISPS". 

More  specifically,  Duperouzel  has 
stated 

"I  can  assure  you  that  when  one 
of  our  armed  escorts  is  in  Malaysian 
waters  we  are  there  with  the  legal 
permission  and  administrative  ap- 
proval of  the  Malaysian  author- 
ities".28 

He  further  stated  on  the  web  that  they 
have  permission  to  operate  in  Malay- 


sian waters  and  that  his  employees 
work  within  the  international  and  dom- 
estic law  applicable  "to  any  presence 
in  Malaysia,  Indonesia  and  all  other 
locations". 

And  in  his  28  July  letter  to  the  Ja- 
karta Post,  he  stated 

"BARS  has,  and  continues  to  work 
closely  with,  the  authorities  in  the 
locations  in  which  it  operates.  Each 
mission  we  conduct  is  unique.  We 
brief,  authorities  on  each  missiori,  we 
listen  carefully  to  their  concerns  and 
we  respect  their  laws  and  advice. 
_  WKere  it  is  not  possible  for  BARS 
to  conduct  a  mission  within  the  law 
we  decline  it." 

Moreover,  a  representative  of  an- 
other company  has  stated  "Legitimate 
private  security  companies  MUST  op- 
erate within  the  laws  of  the  coimtry  in 
which  it  operates,  and  MUST  follow 
that  country's  regulations  and  policies 
goverrung  private  security".^ 

However,  on  2  August  2005,  the 
military  chiefs  of  all  littoral  states  were 
reported  as  opposing  shipping  firtns 
using  private  security  forces  to  escort 
commercial  vessels  through  the  Strait. 
This  included  Singapore  Defense  Force 
Chief  Lt.  Gen.  Ng  Yat  Chung  who 
was  quoted  as  stating  "There  are  bet- 
ter ways  to  deal  with  security"  .^^ 

Malaysian  Foreign  Minister  Syed 
Hamid  Albar  has  been  quoted  as 
saying  "We  are  against  any  private  se- 
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curity  companies  giving  security  cover- 
age to  ships  navigating  through  the 
straits".^^ 

Malaysia  even  announced  plans  to 
detain  private  armed  escorts.  Indeed, 
the  Malaysian  Director  of  International 
Security  and  Public  Order  Datuk 
Othman  Talib  warned  that  any  such 
vessel  found  in  Malaysian  [territorial] 
waters  would"  be  detained  and  the 
crew  would  be  arrested,  categorized 
as  terrorist  or  mercenaries,^'^  and 
charge.d  under  the  Internal  Security 
Act.  Malaysia's  Deputy  Prime  Min- 
ister, Najib  Abdul  Razak  and  Defe;,se 
Minister  later  clarified  this  pos- 
ition to  say  that  PSCs  would  be  al- 
lowed to  pass  through  Malaysian 
waters  in  the  Strait,  provided  their 
passage  was  'continuous  and  exped- 
itious' (the  requirements  of  transit 
passage  in  straits  used  for  international 
navigation  per  UNLOS  Article  38.2). 

However  this  is  a  far  cry  from  wel- 
coming their  presence  and  giving 
permission  for  their  operations.  Very 
high  ranking  officials  in  the  Malaysian 
Navy  and  Marine  Police  have  con- 
firmed that  no  permission  has  been 
granted  to  any  PSC  to  operate  in  Ma- 
laysian waters.  However  it  is  possible 
that  some  PSCs  are  operating  under 
existing  permits  granted  to  security 
companies  with  land  operations  under 
the  theory  that  they  also  apply  to  the 
territorial  sea  because  it  is  part  of  Ma- 
laysia's "territory".  Given  the  seeming 


dichotomy  of  the  views  of  some  PSCs 
and  Malaysian  government  officials  it 
would  be  helpful  if  any  PSCs  operat- 
ing in  the  Malacca  Strait  would  reveal 
the  legal  rationale  or  authority  under 
which  it  thinks  they  are  operating.  And 
clarification  from  the  relevant  govern- 
ments is  important  given  unsubstan- 
tiated speculation  that  the  PSCs  are 
legal  and  political  cover  for  naval 
speciar  "operations  units  from  un- 
named countries  to  operate  in  the 
Strait. 

LEGAL  ISSUES 

Are  the  operations  of  PSCs  in  the 
Strait  of  Malacca  legal?  The  answer  to 
this  question  depends  in  part  on  ex- 
actly v/hat  those  'operations'  entail 
and  under  whose  flag  and  in  whose 
waters  they  take  place. 

The  PSCs  may  be  cleverly  using 
a  temporary  'niche'  or  lacuna  in  the 
law.  It  is  possible  that  some  PSCs  are 
operating  under  existing  permits 
granted  to  security  companies  for  land 
operations  under  the  theory  that  the 
permits  also  apply  to  the  territorial  sea. 
Or  they  may  be  taking  advantage  of 
an  apparent  loophole  in  Malaysia's 
Arm  Act  1960  (Act  206,  provision  6f) 
that  allows  the  bearing  of  arms  with- 
out a  permit  on  a  vessel  when  they 
are  part  of  its  ordinary  equipment  or 
in  the  vessel  and  required  for  its 
services.  Moreover,  if  the  guards  are 
simply  in  possession  of  firearms  and 
the  vessel  in  question  is  in  transit  pas- 
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sage  (including  passage  through  the 
Strait  for  the  purpose  of  entering,  leaving 
or  returning  from  a  state  bordering  the 
Strait— the  1982  UNCLOS  Article  38.2), 
then  the  laws  of  the  flag  state  would 
apply.  If  the  flag  state  permits  or 
licenses  the  guards  to  bear  firearms  and 
they  abide  by  the  stipulations  of  the 
permit,  then  the  behavior  is  legal  as 
far  as  the  flag  state  is  concerned  at 
least  in  Singapore  waters. 

However,  there  seems  to  be  some 
confusion  regarding  exactly  what  Singa- 
pore allows  in  its  jurisdiction.  Accord- 
ing to  Liss^^  (citing  Boey  and  also 
Sua),  employees  of  BARS  are.  required 
by  Singapore  law  to  disassemble  their 
weapons  and  secure  the  ammunition 
and  firing  pins  in  separate  locations 
when  in  Singapore  waters.  If  this  is 
true,  it  raises  the  question  of  what 
happens  to  the  firearms  after  the  ship 
leaves  Singapore  waters  and  enters 
Malaysian  and  Indonesian  waters. 
Perhaps  a  partial  answer  is  offered 
by  Duperouzel's  statement  that  when 
the  destination  of  an  escorted  vessel 
is  one  of  the  littoral  states  of  the  Straits, 
his  company  will  only  escort  the 
vessel  to  the  border  "[of  the  territorial 
sea?]  and  no  further".^^ 

Although  Malaysian  authorities 
maintain  that  no  permission  for  PSCs 
has  been  given  for  its  waters  and  its 
marine  police  consider  private  vessels 
providing  armed  escort  services  to 
merchant  shipping  to  be  a  'terrorist' 
threat  and  their  crew  subject  to  ar- 


rest, it  is  not  clear  that  Malaysia  and 
Indonesia  have  the  legal  authority  to 
require  permission  or  to  affect  an  arrest. 

Nevertheless,  Malaysia  and  Indo- 
nesia could  make  several  legal  argu- 
ments against  the  operations  of  PSCs 
in  the  Malacca  Strait.  But  first  they 
would  have  to  clarify  or  change  existing 
lay  or  pass  a  new  law  against  such 
practice  and  publicize  it  widely.  They 
could  then  argue  that  the  bearing  of 
arms  on  a  private  vessel  for  the  pur- 
pose of -guarding  or  escort  services  is 
prejudicial  to  the  safety  of  navigation.^^ 
But  transit  passage  ean-not  be  im- 
peded, denied,  hampered,  -impaired 
or  suspended,''®  and  innocent  passage 
cannot  be  suspended  in  straits  used 
for  international  navigation.''^  The  exist- 
ence of  such  a  law  would  not  affect  the 
transit  passage  of  the  vessel,  because 
even  if  the  law  were  violated,  the 
vessel  could  not  be  stopped. 

Nevertheless,  Malaysia  and  Indo- 
nesia could  argue  that  the  regime  of 
transit  passage  is  being  violated  because 

1.  the  bearing  of  firearms  by  private 
citizens  blatantly  contradicts  their 
domestic  law  and  thus  undermines 
their  legitimacy  and  sovereignty, 
and  in  so  doing  also  violates  Article 
301  of  the  1982  UNCLOS; 

2.  the  ship  is  not  complying  with  gen- 
erally accepted  international  regul- 
ations, procedures  and  practices 
for  safety  at  sea''^-  (Both  IMO  and 
1MB  publicly  oppose  the  use  of 
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private  armed  personnel  to  prevent 
sea  robbery  because  they  feel  it 
would  endanger  the  safety  of  the 
ship's  crew^^); 

3.  the  ship  is  not  in  its  "normal"  mode^^ 
(i.e.,  it  is  not  'normal'  for  a  private 
vessel  to  be  "armed"  or  to  be  used 
as  an  armed  escort);  and 

4.  the  ship's  passage  is  not  continuous 
and  expeditious  nor  was  it  intended 
to  be,  i.e.,  it  is  supposed  to  be  trans- 
iting from  point  A  to  point  B;  not 
loitering  or  making  U  turns  in  the 

—  Strait.         -        -  -   

The  ship  then,  it  could  be  argued, 
would  be  engaged  in  an  activity 
which  is  not  an  exercise  of  transit 
passage  through  a  strait  and  thus  be 
subject  to  the  other  applicable  pro- 
visions of  the  Convention,  i.e.,  the  in- 
nocent passage  regime. But  as  be- 
fore, neither  transit  passage  nor  in- 
nocent passage  can  be  suspended. 
One  other  possibility  is  for  Malaysia 
and  Indonesia  to  argue  that  armed 
guards  on  commercial  or  escort  vessels 
is  an  abuse  of  rights  and  thus  a  viol- 
ation of  the  1982  UNCLOS  Article  300. 
The  particular  argument  would  be 
that  the  State,  through  its  flagged 
ship  is  using  the  right  of  transit  pas- 
sage for  an  end  which  is  different 
from  that  for  which  it  was  created, 
and  causing  injury  thereby,  or  that 
the  State  is  exercising  its  rights  in  an 
arbitrary  manner  causing  injury  to 
other  States  but  without  clearly  viol- 


ating their  rights.^^  However  it  still 
may  not  be  legal  to  arrest  the  vessel. 
It  is  not  clear  which  UNCLOS  pro- 
vision, i.e.,  abuse  of  rights  vs  no  sus- 
pension of  transit  and  innocent  pas- 
sage in  straits  would  prevail. 

Thus  it  seems  that  the  only  re- 
course would  be  to  report  the  viol- 
ation of  their  laws  to  the  flag  state 
which  has  the  responsibility  to  in- 
vestigate and  to  take  action  if  ne- 
cessary to  remedy  the  situation.^^ 
Ironically,  this  would  also  apply  to 
--'pirates'  bearing  arms  who  are  clever  _ 
enough  not  to  use  the  flag  of  a  lit-  - 
toral  state  or  a  state  that  enforces  a 
no-arms  policy.  However,  if  the  flag 
state  considers  the  bearing  and  use 
of  firearms  to  be  a  violation  of  its 
laws,  it  could  take  direct  action  against 
the  vessel. 

The  situation  becomes  more  egre- 
gious if  the  firearms  are  actually  used. 
Certainly  all  the  previous  arguments 
would  be  strengthened  but  it  is  still 
far  from  clear  that  the  ship  and  its 
armed  crew  could  be  arrested.  How- 
ever in  the  event  that  the  escort  vessel 
pursues  the  assailants,  it  Ccin  be  argued 
that  it  is  clearly  no  longer  in  transit  or 
innocent  passage  (they  are  no  longer 
in  continuous  and  expeditious  pas- 
sage—Articles 38  (2)  and  39  (l)a))  and 
can  indeed  be  arrested.  This  is  not 
an  impossible  situation  as  some  firms 
offer  to  recover  hijacked  ships  and 
kidnapped  crew. 
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One  last  legal  note:  to  this  day  Ma- 
laysia, and  to  my  knowledge,  Indone- 
sia have  yet  to  declare  the  applicability 
of  the  transit  passage  regime  in  the  Ma- 
lacca Strait.  While  they  are  both  parties 
to  UNCLOS  and  presumably  its  content 
applies,  the  details  of  the  application 
and  interpretation  of  the  legal  regime 
in  the  Malacca  Strait  will  remain  un- 
certain until  it  is  formalized  in  do- 
mestic legislation. 

POLITICAL  ISSUES 

The  PSCs,  by  being  based  and  li- 
censed in  Singapore  and  offering  their 
services  in  the  Strait  Of  Malacca  have 
inserted  themselves-into  a  seminal  po- 
litical struggle  regarding  the  nature  of 
sovereignty  and  the  right  to  enforce 
security  in  the  Malacca  Strait.  As  such 
they  are  operating  in  a  political  niche 
which  may  soon  disappear. 

In  1648  the  Treaty  Westphalia 
created  the  modern  nation  state  and 
enshrined  the  concept  of  the  sanctity 
of  its  sovereignty.  This  notion  of 
sovereignty  considers  inviolate  the 
internal  affairs  of  nations.  The  newly 
created  European  states  enjoyed  such 
sovereignty  and  profited  by  the  legit- 
imacy and  stability  it  conveyed. 
Naturally  more  recently  independent 
states  wish  to  do  the  same  and  thus 
fiercely  guard  their  Westphalian  so- 
vereignty. Indeed,  this  is  the  basis  of 
the  key  ASEAN  principle  of  non-in- 
terference in  the  internal  affairs  of 
other  countries. 


But  when  the  concept  was  ex- 
tended seaward  to  encompass  stra- 
tegic straits,  the  maritime  powers 
balked.  Indonesia  and  Malaysia 
claimed  the  Malacca  Strait  as  part  of 
their  territorial,  or  for  Indonesia,  its 
archipelagic  and  territorial  waters, 
and  thus  under  their  complete  sov- 
ereignty. As  newly  independent  states 
they  then  as  now  viewed  sovereignty 
over  these  waters  as  essential  to  their 
security  and  integrity  as  nations. 

"  In  the  negotiations  leading  to  the 
1982  United  Nations  Convention  on 
the  Law  "of  the  Sea,  two  competing  con- 
ciepts  emerged  regarding  the  regime  for 
navigation  in  straits  used  for  interna- 
tional navigation  such  as  the  Strait  of 
Malacca — irmocent  passage  and  transit 
passage.  A  regime  of  innocent  pas- 
sage would  have  allowed  Indonesia 
and  Malaysia  to  retain  their  sover- 
eignty over  the  Strait  in  the  sense  that 
any  passage  prejudicial  to  their  peace, 
good  order  and  security  could  be 
denied.  But  the  maritime  powers  led 
by  the  United  States  and  the  then 
Soviet  Union  pushed  through  a,  re- 
gime of  transit  passage  in  which  the 
passage  of  vessels  and  aircraft  can- 
not be  impeded,  hampered,  or  sus- 
pended. Singapore — economically  and 
politically  dependent  on  safe,  secure 
and  free  passage  through  the  Strait — 
then  as  now  sided  with  the  maritime 
powers.  Thus  Malaysia  and  Indonesia 
already  have  a  sense  of  unfulfilled 
sovereignty  regarding  the  Strait. 
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And  now  the  United  States,  the 
United  Kingdom  and  others  are  in- 
creasingly arguing  that  state  sover- 
eignty is  not  sacrosanct  and  that  ex- 
ternal powers  have  the  right  to  intervene 
in  states  that  are  unable  or  unwilling 
to  suppress  violent  groups,  particul- 
arly those  that  pose  a  danger  beyond 
those  nations'  borders.  Some  have  called 
for  or  claimed  that  there  are  criteria 
for  such  interventions,  such  as  the  state 
having  'failed'  or„the  purpose  being 
solely  'humanitarian',  but  none  have 
been^agreed,.  And._lhis  Lack  of  .agree.-.  _ 
ment  .on  criteria  has  notJbeen  a_deterr__ 
rent  to  intervention  such  as  in  Kosovo. 
Moreover,  the  United  States,  Australia, 
Israel,  Japan  and  Russia  have  increas- 
ingly asserted  and  some  have  acted 
upon  the  right  to  pre-emptive  or  even 
preventive  self-defense.^^  Indeed,  this 
doctrine  led  to  the  invasion  of  Iraq. 
And,  pre-emptive  or  preventive  self 
defense,  combined  with  the  intervent- 
ionist concept  of  sovereignty,  could, 
under  certain  circumstances,  lead  to 
unilateral  action  to  suppress  piracy, 
terrorism  or  WMD  transport  in  the 
Malacca  Strait. 

The  Uiuted  States  has  a  national  se- 
curity interest  in  keeping  the  Malacca 
and  Singapore  Straits  open  and  free 
from  terrorist  attacks  or  the  control  of 
potential  enemies,  as  well  as  prevent- 
ing WMD  from  passing  through  it. 
And  it  seems  to  have  little  confidence 
in  the  ability  of  Southeast  Asian  coun- 


tries to  prevent  its  worst  scenario  of  a 
terrorist  attack  which  blocks  the  Straits. 
Underscoring  this  concern,  for  se- 
veral months  following  the  events  of 
11  September  2001,  it  undertook  with 
India  a  proactive  attempt  to  protect 
against  terrorism  by  taking  turns  es- 
corting potential  targets  through  the 
Strait.  Although  such  escorts  are  le- 
gally allowed  imder  the  transit  passage 
regime,  Indonesia  and  Malaysia  were 
not  pleased  with  the  presence  and  act- 
ivities of  the  foreign  warships  in  the 
Strait..  Indeed,  the.  US  and  Indian  pa- 
trols created  suspicion,  in  Southeast 
Asia  regarding  their  real  goals.  To 
sdme,  America's  interest  in  a  close 
military  relationship  with  India  sug- 
gested that  the  coordinated  Indian 
and  United  States  naval  presence  in 
the  Strait  may  not  just  have  been  to 
combat  terrorism,  but  part  of  a 
broader  strategy  of  promoting  an 
Indian  naval  presence  in  the  region. 
Indonesia  and  Malaysia  would  be 
wary  of  such  a  development. 

The  United  States  is  not  alone  in  of- 
fering assistance  to  secure  the  Strait. 
Japan  proposed  joint  coast  guard  pa- 
trols and  has  consistently  offered  as- 

47 

sistance  in  training  and  equipment. 
Even  China  has  offered  its  services, 
adding  big  power  politics  to  the  exist- 
ing littoral  state  concerns."*®  And  South 
Korea  is  planning  to  escort  its  oil 
tankers  transiting  the  Strait  with  two 
destroyers,  accompanying  Super  Lynx 
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helicopters,  special  forces  boarding 
teams,  and  rigid  inflatable  boats  for 
interdiction  operations.*^  In  October 
2004  South  Korean  and  Malaysian 
Maritime  Police  forces  conducted  joint 
special  operations  training  exercises 
off  Langkawi  to  familiarize  South  Ko- 
rea's forces  with  the  Strait  and  improve 
co-operation  and  inter-operability  of 
the  nations'  forces. 

-  In  April  2004,  the -United  States 
proposed  a  Regional  Maritime  Security 
Initiative  (RMSI)  for  Southeast  Asia.^° 
The  proposal  was  misunderstood  by 
Malaysia  and  Indonesia  as  an  attempt 
by  the  United  States  to  Insert  forces  in 
the  Strait.  While  this  misunderstanding 
has  been  cleared  up,  the  initial  reactions 
of  the  Straits  states  revealed  their  un- 
derlying concerns  and  differences. 
Malaysia  and  Indonesia  publicly  op- 
posed the  proposal,  emphasizing  that 
the  responsibility  for  the  security  of 
the  Strait  is  theirs  alone.^^ 

Singapore,  which  has  very  little 
maritime  space,  and  which  is  heavily 
dependent  on  unimpeded  commercial 
shipping  traffic  through  the  Strait  of 
Malacca,  views  piracy  and  terrorism  as 
major  threats  to  its  national  security. 
It  therefore  strongly  supported  the 
RMSI.  Indeed,  the  Singapore  Defense 
Minister  Teo  Chee  Hean  appealed  to 
governments  concerned  to 

"have  a  firmer  commitment  to 
multinational  consultation  and  col 
laboration."^^ 


And  Singapore's  Deputy  Prime  Min- 
ister Tony  Tan  appealed  to  countries 
outside  the  region  including  Japan,  to 
help  patrol  the  Malacca  Strait.^^  He  said, 
"it  is  not  realistic  to  unilaterally  con- 
fine such  patrols  only  to  countries  in 
this  part  of  the  world." 

Singapore  also  wanted  to  involve 
the  United  Nations  in  such  patrols,  an 
anathema  to  Indonesia  and  Malaysia 
which  strongly -oppose  international- 
izing the  Strait.  To  implement  the 
multilateral  concept,  Singapore  pro- 
posed a  joint  naval  exercise  in  the  Ma- 
lacca Strait  for  August  to  include 
India,  Japan,  South  Korea  and  the 
United  States.^'*  But  after  China  con- 
veyed its  displeasure  to  India  and  the 
United  States,  Japan  and  South  Korea 
declined  to  participate. 

Singapore  already  allows  US  Navy 
ships  to  use  its  port  for  repair,  re- 
fuelling and  replenishment,  and  US 
military  jets  to  stopover  there.  More- 
over, Singapore  and  the  United  States 
are  in  the  process  of  developing  a  stra- 
tegic framework  agreement  on  security 
and  defense  which  will  "include  bo- 
operation  in  counter-terrorism,  pre- 
vention of  trade  in  WMD  and  joint  mil- 
itary exercises. "^^  This  has  raised  con- 
cerns in  Indonesia  and  Malaysia  that 
the  arrangement  could  lead  to  the  es- 
tablishment of  a  US  military  base  or 
'place'  in  Singapore. 

Malaysia's  Foreign  Minister  res- 
ponded to  Singapore's  position  by 


370  THE  INDONESIAN  QUARTERLY,  Vol.33,  No.  4,  2005:  357-379 


saying  that  "Singapore  can  not  uni- 
laterally invite  the  United  States  to 
patrol  the  Straits. "^^  Malaysia  and  In- 
donesia think  the  threat  of  piracy  and 
terrorism  has  been  exaggerated  on 
purpose  to  justify  such  international 
intervention.  As  Mohamed  Nazri  Ab- 
dul Aziz,  a  Minister  in  Malaysia's 
Prime  Minister's  Department  put  it 

— ^"the  safety  of  the  Straits  of-  Malacca- 
is  important.  If  not  guarded  pro- 
perly foreign  powers  may  be  prone 
to  intervene  in  its  management  and 
'  this  will  pose  a  threat  to  "the  coun- 
try's"  sovereignty."  ~  " 

Indonesia's  Chief  of  Navy  Admiral 
Bernard  Kent  Sondakh  said, 

"There  is  a  grand  strategy  to  paint 
a  bad  picture  over  our  waters,  as  if 
the  Indonesian  navy  is  not  strong 
and  the  crimes  at  sea  are  increasing." 
— "Indeed,  if  we  can't  show  the 
ability  to  guard  the  Strait  of  Malacca, 
the  international  forces  may  get  in."^'' 

As  a  pre-emptive  reaction,  Malaysia 
proposed  joint  anti-terrorism  training, 
co-ordinated  patrols  and  increased  in- 
telligence sharing.^®  Defense  and  De- 
puty Prime  Minister  Najib  said 

"I  stress  that  we  must  tighten  co- 
operation among  Malaysia,  Indone- 
sia, and  Singapore  as  it  is  our  re- 
sponsibility to  convince  the  interna- 
tional community  that  the  Straits 
will  not  be  exposed  to  possibilities" 
of  a  terrorist  attack.^' 


Indonesia  made  a  similar  proposal 
as  part  of  its  larger  proposal  for  an 
ASEAN  Security  Committee.  In  June 
2004,  Malaysia  and  Indonesia  agreed 
to  create  a  joint  task  force  with  military 
personnel  operating  under  their  own 
national  commands,  thus  avoiding  the 
sovereignty  issue. ^°  Each  country 
will  supply  up  to  seven  ships  with 
100  crew.  And  on  July  20,  2004  seven- 
teen vessels  from  the  Indonesian, 
-Malaysian  and  Singaporean  navies 
began  joint  patrols  of  the  Malacca 
Straits.^  The -new  initiative-contained 
-  a  'hand  off  arrangement -if  the  vessel 
being  pursued  enters  the  territorial 
Waters  of  another  country,  but  it  does 
not  allow  for  the  naval  vessel  of  one 
country  to  enter  the  territorial  waters 
of  another. 

Despite  the  co-ordinated  patrols, 
sharp  differences  persist.  Admiral  Son- 
dakh still  considers  the  concerns  with 
terrorism  as  overblown  and  suggests 
that  some  governments,  including 
the  United  States,  want  to  control 
the  Strait."  In  contrast,  Singapore's 
Defense  Force  Chief  Major  General  Ng 
Yat  Chimg  said  that 

"The  marrying  of  terrorism  and 
piracy  is  of  course  a  very  bleak  sce- 
nario for  us  and  that  is  something 
we  should  not  rule  out."" 

In  June  2005  Malaysia's  Najib  reiter- 
ated Malaysia's  rejection  of  foreign 
assistance  in  the  Strait  saying  that 
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"If  the  international  community 
wants  to  help  it  will  have  to  comply 
with  two  basic  principles,  the  first 
of  which  is  that  sovereignty  of  states 
in  that  region — Indonesia,  Malaysia 
and  Singapore — cannot  be  violated. 
The  second  principle  is  that  these 
three  countries  are  the  ones  respons- 
ible for  maintaining  security  in 
the  zone."^ 

In  July  "Malaysian  Prune  Minister  Ab- 
dullah Ahmad  Badawi  stated  that  Ma- 
laysia would  never  allow  foreign  mil- 
itary forces  to  help  it  patrol  the  Ma- 
lacca Strait. 

"Their  presence  without  our  per- 
mission is  an  encroachment  which 
we  consider  as  being  disrespectful 
of  our  country's  sovereignty."^ 

I  have  elaborated  this  topic  in  some 
detail  in  order  to  explain  and  em- 
phasize why  and  how  there  is  such 
fierce  resistance  to  perceived  incursions 
on  these  countries'  sovereignty,  even 
vis  a  vis  each  other,  e.g.,  the  Straits 
States'  long  and  strong  resistance  to 
allowing  each  other  hot  pursuit  in 
their  territorial  waters. This  back- 
ground seems  to  be  unknown  or  un- 
or  under-appreciated  by  both  foreign 
maritime  powers  and  the  PSCs. 

Now  fast  forward  to  the  present. 
This  is  the  political  environment  in 
which  the  PSCs  are  operating.  It  is  a 
niche  created  by  Malaysia's  and  Indo- 


nesia's strident  opposition  to  foreign 
assistance  in  securing  the  Strait.  Singa- 
pore's and  some  ship  owners  concern 
that  security  in  the  Sh-ait  is  insufficient. 
In  this  context,  Singapore's  licensing  of 
these  firms  has  created  suspicion  in 
Malaysia  and  Indonesia  that  it  is  using 
the  firms  to  pressure  them  to  either 
allow  foreign  assistance  including 
Singaporean  forces,  in  their  waters  in 
the  Strait.  There  is  also  genuine  con- 
cern that  PSC  operations  may  erode 
domestic  respect  for  the  law,  that  they 
may  attract  or  even  provoke  attacks, 
and  that  their  presence  could  be  an  - 
incentive  for  ^pirates'  to  bcBr  and  use 
heavier  arms  and  be  even  more  ruth- 
less in  their  tactics.^'' 

However,  this  political  niche  for 
PSCs  operations  is  rapidly  closing  be- 
cause Malaysia  and  Indonesia  have 
(1)  agreed  to  begin  co-ordinated  'eye 
in  the  sky'  surveillance  patrols  as  part 
of  the  Malacca  Straits  Security  Initiat- 
ive^^•  (2)  together  with  Singapore  have 
invited  Thailand  to  join  the  co-or- 
dinated effort;^^  (3)  agreed  on  limited 
hot  pursuit  in  the  air  and  at  sea;^°  (4) 
have  undertaken  joint  police  patrols 
in  the  Riau  Island  area/^  and  (5)  have 
agreed  to  a  series  of  IMO-convened 
meetings  to  identify  and  prioritize  their 
needs,  and  for  user  States  to  identify 
possible  responses  to  these  needs. ''^ 
Malaysia  has  placed  armed  police  on 
board  selected  tugs  and  barges  in  the 
Strait,  initiated  an  escort  service  for 


vessels  with  valuable  cargo,  ar\d  begun 
24  hour  radar  surveillance  of  the 
Strait.  Moreover,  its  newly  operational 
Maritime  Enforcement  Agency  will  take 
up  more  of  the  slack.^ 

And  in  late  August  in  a  dramatic  de- 
monstration of  will  and  capacity,  Malay- 
sian marine  police  commandos  seized 
in  the  Malacca  Strait  the  MV  Paulying 
which^  hAd. been. reported  stolei}  three 
years  earlier  off  Indonesia's  Batam  is- 
land.^^  For  its  part,  in  2006  Indonesia 
wiU  install  9  radar  stations  as  part  of 
a  tracking  system,  in -the  Strait  that 
'Will  presumably -compliment  the  'eye 
in  the  sky'  and  existing  VTIS  system 
on  the  Malaysian  side  of  the  Strait.''^ 
Moreover,  it  has  initiated  programs  to 
alleviate  poverty  and  enhance  aware- 
ness of  the  law  and  its  enforcement 
in  remote  areas  bordering  the  Strait, 
has  received  patrol  vessels  from  Japan, 
and  will  be  purchasing  four  new 
'stealth'  corvettes  from  the  Netherlands. 
The  bottom  line  is  that  attacks  in  the 
Strait  have  declined  and  are  likely  to 
significantly  decrease  further  given  all 
security  improvements. 

CONCLUSIONS 

PSCs  based  in  Singapore  have  been 
providing  niche  armed  guard  and 
escort  services  for  ships  using  the  Ma- 
lacca and  Singapore  Straits.  The  de- 
mand for  these  services  is  a  result  of 
a  confluence  of  unique  situational,  po- 
litical and  legal  circumstances  includ- 
ing: 


1.  continuing  attacks  by 'pirates'; 

2.  an  alarming  trend  towards  the 
'pirates'  use  of  heavy  weapons  and 
the  ransom  kidnapping  of  officers; 

3.  the  failure  of  the  littoral  states  to 
adequately  address  the  problems;''^ 

4.  according  to  some  PSCs,  the  failure 
of  conventional  non-lethal  methods 
to  deter  the  attacks  and  the  pro- 

.  hibition  by  many  nations.^of  arms 
on  board  their  commercial  vessels, 
or  in  their  ports;^ 

5.  the  rapid  world-wide  growth  of  the 
private  security  industry;''^'" 

6.  the  conflation  of  piracy  with  ter- 
rorism by  media,  some  analysts  and 
even  political  leaders  and  the  exag- 
geration of  the  terrorist  threat; 

7.  the  refusal  of  the  littoral  states  to 
allow  outside  powers  to  assist  them 
in  patrolling  the  Strait; 

8.  the  threat  (and  eventual  reality)  of 
increased  insurance  premiums  for 
vessels  using  the  Strait;  and 

9.  a  legal  lacuna  which  shields  ships 
in  transit  in  straits  used  for  interna- 
tional navigation  from  state  sover- 
eignty and  direct  application  of 
domestic  laws. 

The  reasons  for  the  existence  of  this 
niche  are  important  because  the  disap- 
pearance of  one  or  more  of  them  may 
greatly  reduce  the  demand  for  PSC 
services  in  the  Strait. 

Meanwhile  Malaysia  and  Indonesia 
have  several  options  regarding  the 
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PSCs  that  could  be  implemented  alone 
or  in  various  combinations. 

1.  They  could  simply  take  no  action 
vis  a  vis  PSCs  and  hope  that  issues 
will  not  arise.  But  if  there  is  a  viol- 
ent incident  involving  a  PSC  in  the 
Strait  there  may  well  be  many 
questions  to  answer. 

2.  They  could  hire  and/or  license 
them  themselves  and  regulate/ 
monitor  them.  Or  they  could  allow 
other  parties  outside  the  region  to 
hire  the  PSCs  and  regulate  and 
monitor  their  performance.  Al- 
though this  has  the  advantage  of 
allowing  a  foreign  state  to  provide 
assistance  without  "direct"  visible 
involvement,  and  it  would  bring 
the  PSC  operations  under  the  sov- 
ereign control  of  the  littoral  states, 
it  also  means  increased  depend- 
ence on  the  countries  and  com- 
panies providing  the  assistance.  If 
Malaysia  or  Indonesia  is  going  to 
allow  these  companies  to  operate  in 
their  waters,  they  need  to  explain  to 
the  public  and  international  com- 
munity why  they  are  allowed,  and 
their  specific  role,  and  to  be  able 
to  develop  and  implement  a  li- 
censing and  regulatory  system  to 
manage  them  and  their  use  of  fire- 
arms or  to  monitor  their  perform- 
ance if  hired  and  regulated  others. 
Most  important,  they  must  ensure 
that  the  PSCs  do  not  conflict  with 
the  role  of  their  law  enforcement 
agencies,  or  endanger  their  citizens; 


3.  They  could  compete  with  the  PSCs 
by  making  their  military  and  police 
personnel  available  for  hire  as  guards 
or  escorts  for  particular  vessels.  But 
this  may  not  be  feasible  or  practical 
given  the  other  demands  on  these 
forces; 

4.  They  could  obviate  the  need  for 
PSCs  by  closing  the  legal  and/or 
political  niche: 

~a.  Closing  the  Legal  Niche  " 

If  Malaysia  and  Indonesia  do  not 
want  PSCs  operating  in  the  Ma- 
lacca Strait,  their  legal- options 
arer 

(1)  submit  to  the  IMO  Safety  Com- 
mittee a  proposal  to  ban  the 
use  of  private  armed  guards 
or  escort  vessels  in  straits 
used  for  international  nav- 
igation; 

(2)  report  the  alleged  violation  to 
the  flag  state  and  request 
that  it  take  action  to  remedy 
the  situation; 

(3)  arrest  a  vessel  with  private 
armed  guards  in  undisputed 
territorial  waters  as  a  test  case 
and  pursue  the  matter  against 
the  flag  state  in  the  Interna- 
tional Tribunal  for  the  Law  of 
the  Sea; 

(4)  regulate  them  to  death.  Ma- 
laysia and  Indonesia  could 
license  the  PSCs  but  make  the 
regulations  regarding  their 
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operations  so  complicated,  re- 
strictive and  expensive  that 
they  would  become  inefficient 
and  ineffective  and  close  shop 
on  their  own. 

b.  Closing  the  Political  Niche 
Malaysia  and  Indonesia  could 

(1)  request  Singapore  to  withdraw 
the  permits  of  the  PSCs  based- 
there  on  the  grounds  that  they 
are  undermining  their  sover- 
eignty and  the  safety  of  nav- 
igation iff  the  Malacca  Strait;  ~ 

(2)  request  Singapore  to  stipulate 
the  permits  that  are  limited  to 
Singapore  waters. 


5.  Probably  the  most  desirable  option 
is  to  reduce  the  demand  for  PSCs 
by  stepping  up  security  in  the  Strait 
to  a  point  where  ship  owners  and 
insurers  feel  secure,  and  robbers 
and  'terrorists'  become  significantly 
insecure. 

Malaysia  and  Indonesia  are  in  the 
process  of  implementing  this  option. 
However,  it  is  expensive,  particularly 


given  that  much  of  the  Strait  traffic 
is  not  bound  for  their  ports,  and  it  is 
unlikely  to  allay  the  'terrorist'  and 
WMD  transport  concerns  of  the  mari- 
time powers,  particularly  the  United 
States.  Nevertheless,  the  PSCs  are  sub- 
ject to  market  forces.  As  the  Straits 
countries  step  up  their  own  enforce- 
ment efforts,  incidents  of  sea  robbery 
and  thus  the  demand  for  PSCs  will 
recede  on  -its  own,       -  -    — 

Pursuing  the  right  combination  of 
these  options  will  narrow  or  even  close 
the.  legal  and  political  niche  occupied 
by  the  PSCs,  or  pbvia teethe  demand  for 
their  services,  thus  shifting  the  right 
and  responsibility  of  ensuring  security 
in  the  Strait  of  Malacca  back  to  where 
it  belongs,  the  governments  of  Ma- 
laysia and  Indonesia. 
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Indonesia's  Role  in  ASEAN 
and  Its  Impact  on  US-Indonesia 
Economic  Relationship* 

Hadi  Soesastro 


INTRODUCTION  - 

IN  the  latest  US-ASEAN  Dial- 
ogue held  in  Washington,  DC 
on  28  June  2005,  two  major  pro- 
posals were  aired.  First,  that  the  idea 
of  a  "strategic  partnership"  between 
the  US  and  ASEAN  be  developed. 
Second,  that  an  ASEAN-US  Summit 
be  held  in  2007  to  commemorate 
the  30th  anniversary  of  the  dialogue 
relationship. 

US-ASEAN  relations  have  reached 
a  stage  of  maturity.  In  1977,  at  the 
first  US-ASEAN  Dialogue  the  focus 
of  the  meeting  was  on  such  functional 
cooperation  areas  as  commodities, 
market  access,  development  assist- 
ance, operations  of  multi-national  cor- 
porations,   transfer    of  technology. 


*Testimony  at  a  Hearing  of  the  Senate 
Foreign  Relations  Subcommittee  on  East 
Asia  and  the  Pacific,  US  Senate,  15  Septem- 
ber 2005. 


shipping,  energy  resources  develop- 
~ment  and  food  security.'  Over  the 
years  the  nature  and  direction  of 
the  dialogue  relationship  have 
changed.  In  1988,  it  was  agreed  that 
cooperation  projects  would  be  de- 
veloped on  the  basis  of  mutual  in- 
terests, comparative  advantage  in  the 
project  area  and  project  sustainability. 
The  private  sector  was  drawn  in  to 
play  a  key  role  in  the  development 
of  cooperation  and  networks  to  fa- 
cilitate market-driven  economic  act- 
ivities; 

In  2002^  two  major  initiatives 
were  launched.  The  first  was  the  so- 
called  ASEAN  Cooperation  Plan  (ACP) 
to  promote  cooperation  in  such  areas 
as  information  technology,  agricul- 
tural biotechnology,  health,  and  dis- 
aster response.  The  second  was  the 
Enterprise  for  ASEAN  Initiative  (EAI) 
to  form  a  set  of  bilateral  free  trade 
agreements  (FTAs)  between  the  US 
and  interested  ASEAN  member  coun- 
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tries.  In  the  same  year,  a  Joint  De- 
claration for  Cooperation  to  Combat 
International  Terrorism  was  signed, 
which  subsequently  led  to  the  formul- 
ation in  2004  of  an  ASEAN-US  Work 
Plan  to  Counter  Terrorism. 

The  broadening  of  the  dialogue  re- 
lationship to  political  and  security 
issues  foUov/ed  the  ending  of  the  Cold 
War.  The  dialogue  addressed  the  role 
-of  the  US  in  maintaining  stability 
in  the  region,  as  well  as  nuclear  non- 
proliferation  and  regional  security 
issues,  developments  in  the  Korean 
"Peninsiila  and  the  South  China  Sea. 
The  US  is  increasingly  engaged  with 
ASEAN  in  the  political  and  security 
fields  through  its  active  involvement 
in  the  ASEAN  Regional  Forum  (ARF). 
In  addition  to  the  so-called  ASEAN 
Post  Ministerial  Meeting  (PMC), 
which  is  attended  by  the  US  Se- 
cretary of  State,  there  are  periodic 
meetings  between  ASEAN-SOM  (Se- 
nior Officials  Meeting)  leaders  and  the 
US  Assistant  Secretary  of  State  for 
East  Asia  and  the  Pacific  Affairs. 

In  the  economic  field,  there  are 
regular  meetings  between  ASEAN 
Economic  Ministers  and  the  US  Trade 
Representative,  as  well  as  at  the  level 
of  senior  officials.  Interactions  amongst 
the  private  sectors  have  also  in- 
creased through  the  US-ASEAN  Busi- 
ness Council. 

Economic  relations  between  the 
US  and  ASEAN  continue  to  be  vibrant. 


In  2004,  two-way  merchandise  trade 
reached  $136  billion,  and  the  stock 
of  US  investments  in  the  region 
amounted  to  $88  billion.  There  are 
huge  untapped  opportunities  to 
further  promote  this  economic  re- 
lationship. For  its  part,  ASEAN  has 
launched  the  ASEAN  Economic  Com- 
munity (AEC)  project  that  would 
make  the  region  a  single  market  and 
production  base  by  2020.  Efforts  are 
being  undertaken' to  accelerate  the 
integration  of  priority  sectors.  These 
will  create  real  opportunities  for  the 
expansion  of  trade  and  investment  be- 
tween ASEAN  and  the  US.  The  US 
side  has  pledged  to  help  in  the  im- 
plementation of  the  Vientiane  Action 
Plan  towards  the  realization  of  the 
AEC. 

All  these  seem  to  suggest  that  there 
is  a  great  deal  of  substance  in  the 
relationship  between  the  US  and 
ASEA.N  that  is  worthy  of  being  elev- 
ated to  becoming  a  "strategic  part- 
nership". The  commemoration  Sum- 
mit in  2007  could  put  a  seal  on  the  es- 
tablishment of  that  elevated  partner- 
ship between  the  US  and  ASEAN. 

INDONESIA'S  ROLE  IN  ASEAN 

Strengthening  US-ASEAN  relat- 
ions could  help  strengthen  US-Indo- 
nesia relations.  But  in  fact,  this  also 
works  in  the  reverse  direction.  In 
essence  the  two  relationships  tend  to 
reinforce  each  other.  Indonesia's  ef- 
forts to  strengthen  ASEAN  will  in  turn 
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help  strengthen  US-ASEAN  relations 
and  this  will  have  a  positive  impact 
on  the  bilateral  relationship  between 
the  US  and  Indonesia,  particularly  in 
the  economic  field. 

The  regional  dimension  of  bilateral 
Indonesia-US  economic  relations  pro- 
vides an  opening  for  further  im- 
provement of  that  bilateral  relation- 
ship. For  its  part,  the  US  has  launched 
the  Enterprise  for  ASEAN  Initiative 
(EAI)  as  a  vehicle  for  strengthening 
trade  and  investment  relations  with 
Southeast  Asian  nations.  This  initi- 
ative involves  the  development  of 
TIFAs  (Trade  and  Investment  Frame- 
work Agreements)  and  FTAs  (Free 
Trade  Agreements)  with  individual 
ASEAN  countries.  The  significance 
of  the  initiative  could  go  beyond 
trade  and  economic  relations  to  streng- 
then political  and  strategic  relations 
with  the  region. 

On  the  ASEAN  side  it  is  believed 
that  efforts  to  promote  regional  eco- 
nomic cooperation  in  the  wider  East 
Asian  and  Asia  Pacific  region  are  cri- 
tical to  engaging  the  US.  The  APEC 
(Asia  Pacific  Economic  Cooperation) 
and  East  Asian  regionalism  (ASEAN 
+  3,  namely  ASEAN  plus  China,  Ja- 
pan and  South  Korea)  indeed  should 
be  designed  to  strengthen  trans-Pa- 
cific economic  relations,  specifically 
between  the  East  Asian  countries  and 
the  US. 

In  each  of  these  regional  arrange- 
ments  (or  processes),  ASEAN  has 


played  an  important  role,  in  large  part 
as  a  result  of  the  prevailing  pohtical 
configuration  in  the  region,  which  is 
the  rivalry  between  China  and  Japan. 
As  has  often  been  stated,  ASEAN  is 
the  least  objectionable  party  in  the  re- 
gion to  take  up  a  leadership  role  in  re- 
gional community  building.  In  APEC, 
since  its  inception,  ASEAN  was  to  act 
as  a  co-pilot.  It  has  also  occupied  the 
driver's  seat  in  the  ASEAN  +  3  process. 

ASEAN's  future  is  important  to  re- 
gional arrangements  in  the  East  Asian 
and  Pacific -region,  and  critical  to  pro- 
moting the  region's  relations  with  the 
United  States. 

The  prevailing  wisdom  is  that  In- 
donesia is  the  natural  leader  of 
ASEAN.  Being  the  largest  country  in 
the  region,  in  terms  of  its  geographic 
extent  and  population  size,  gives  In- 
donesia a  predominant  position  in 
relation  to  its  neighbors.  However, 
perhaps  it  is  the  historical  factor  that 
has  an  equally  great  significance 
to  Indonesia's  position  in  the  South- 
east Asian  region. 

The  initiative  to  form  ASEAN  was 
part  of  a  package  to  end  Indonesia's 
policy  of  Konfrontasi  (confrontation) 
against  Malaysia,  its  immediate  neigh- 
bor. The  creation  of  ASEAN  was  to 
symbolize  a  radical  change  in  Indo- 
nesia's foreign  policy  orientation, 
from  being  a  revolutionary  force  to 
becoming  a  responsible  member  of  a 
regional  community.  This  change  in 
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foreign  policy  orientation  had  a 
strong  domestic  source. 

Soeharto  took  over  the  helm  of  a 
country  that  was  virtually  bankrupt. 
Rebuilding  the  economy  required  a 
stable  and  peaceful  regional  environ- 
ment. Resources  and  energies  have 
to  be  directed  to  the  huge  task  of  na- 
tional development.  The  first  step 
was  to  end  the  policy  of  confrontation 
and  to  seek"  ways-to  improve  relations 
with  its  neighbors.  Beyond  this  was 
the  idea  of  creating  a  stable  and 
peaceful  regional  order. 

The  five  founding  members  of- 
ASEAN  (Indonesia,  Malaysia,  Philip- 
pines, Singapore  and  Thailand  in  1967, 
later  joined  by  Brunei  Darussalam  in 
the  mid  1980s,  and  in  the  late  1990s 
by  Cambodia,  Laos,  Myanmar/Burma 
and  Vietnam,  known  as  the  newer 
members)  recognized  the  strategic 
challenges  they  faced  from  within  and 
outside  the  region.  However,  it  was 
not  easy  for  countries  in  the  region  to 
adjust  to  the  new  developments.  In- 
donesia under  Soeharto  was  no  longer 
seen  as  a  threat  to  its  neighbors.  Yet, 
some  of  the  neighbors  maintain  their 
military  alliances  with  the  major 
powers,  originally  as  an  insurance 
against  possible  adventurous  acts  by 
Indonesia.  Since  the  establishment 
of  ASEAN,  the  existing  military  al- 
liances gradually  diminished  in  their 
importance,  while  they  were  accom- 
modated by  Indonesia. 


In  fact,  the  region  was  not  free  from 
any  potential  insurgencies  as  sorr^e 
other  Southeast  Asian  countries.  North 
Vietnam  then,  were  still  in  a  revolut- 
ionary mode.  The  perceived  threat 
posed  by  another  revolutionary  force, 
namely  China's  Communist  Party,  was 
another  reason  for  strengthening  the 
region  through  a  comprehensive  se- 
curity approach.  Indonesia  introduced 
its  concept  of  national  resilience  to 
the  Tegion,- and  proposed  that- ASEAN 
strives  to  build  its  regional  resilience. 

That  comprehensive  security  ap- 
proach rests  on  the  idea  of  enhancing 
regional  peace  and  security  through 
cooperation  in  the  economic  and  so- 
cial fields.  ASEAN  was  not  meant  to 
be  a  military  pact.  In  fact,  its  members 
refrained  from  engaging  in  regional 
cooperation  in  matters  of  defense,  so 
as  not  to  create  opposing  military  and 
ideological  blocs  in  Southeast  Asia. 
Although  the  original  ASEAN  mem- 
bers were  anti-Communist  in  their 
domestic  orientation,  they  projected  to 
the  outside  world  a  non-aligned  pos- 
ture as  advocated  strongly  by  Indo- 
nesia. 

The  fall  of  South  Vietnam  led  to 
heightened  security  concerns  in 
ASEAN.  Indonesia's  Suharto  under- 
lined the  importance  of  regional  re- 
silience. This  meant  strengthening  re- 
gional cooperation  and  greater  efforts 
to  build  the  national  economy.  In- 
donesia maintained  open  channels 
with   Hanoi   during   the  Indochina 
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wars.  When  Vietnam  invaded  Cam- 
bodia, and  thereby  posed  a  direct 
threat  to  Thailand,  ASEAN's  policy 
to  support  Thailand  in  opposing 
Vietnam  was  adhered  to  by  Indonesia. 
However,  Indonesia  believed  that  it 
should  continue  to  keep  its  channels  to 
Hanoi  open.  This  policy  was  misun- 
derstood in  many  quarters  in  ASEAN, 
but  in  the  end  proved  to  be  useful  in 
resolving  the  conflict  politically.  — 

Indonesia's  leadership  in  ASEAN 
has  been  mainly  in  the  political  field, 
lis  efforts  to.  develop  ASEAN  liave 
rlearly^  demonstrated  its  .willingness 
to  be  involved  in  a  regional  structure. 
Indonesia  sees  this  as  the  most  credible 
way  to  gain  the  confidence  of  its 
neighbors.  In  fact,  within  this  regional 
structure  Indonesia  has  never  thrown 
its  weight  around.  Its  political  leader- 
ship has  not  been  exercised  through 
an  assertive  posture,  dictating  the  re- 
gion's policies.  It  was  exercised  in  terms 
of  crafting  regional  consensus  on  many 
important  issues  for  the  region. 

Indonesia  has  not  exercised  eco- 
nomic leadership  in  ASEAN  as  it  does 
not  regard  itself  as  a  regional  eco- 
nomic power.  In  the  first  25  years  of 
its  existence,  ASEAN's  many  eco- 
nomic cooperation  programs  have 
been  disappointing.  It  was  the  changed 
external  environment  of  the  early 
1990s  that  brought  about  significant 
change  in  ASEAN  economic  coop- 
eration. ASEAN  leaders  agreed  to 
pursue  regional  economic  integrat- 


ion through  the  ASEAN  Free  Trade 
Area  (AFTA).  Indonesia's  agreement 
was  critical,  but  Thailand's  diplomatic 
efforts  made  that  possible.  Indonesia, 
until  then  dubbed  "Mr.  No"  for  al- 
ways tending  to  say  "no"  to  various 
economic  integration  plans,  suddenly 
changed  its  policy  and  became  "Mr. 
Go"  when  agreeing  to  "go  ahead" 
with  AFTA  in  1992. 

Two  years  later,  when  chairing 
.  and  hosting  APEC,  Soeharto  further 
strengthened  this  policy  by  crafting 
-  the  so-called  APEG  Bogor  goals  of  — 
-"free  and  open  tr-aide  and- investment  - 
in  the  region"  in  2010  for  the  devel- 
oped APEG  members  and  2020  for 
the  developing  APEC  members.  In  an 
interview,  Soeharto  proposed  that  the 
end  goal  for  APEC  should  be  similar 
to  that  of  AFTA,  namely  removal  of 
barriers  to  trade,  including  reduction 
of  tariffs  to  0-5%. 

This  was  followed  in  1997  by  an 
ASEAN  Vision  2020,  which  envisaged 
the  cteation  of  "a  stable,  prosperous 
and  highly  competitive  ASEAN  Eco- 
nomic Region  in  which  there  is  a  free 
flow  of  goods,  services  and  investment, 

[and]  a  freer  flow  of  capital   "  As 

the  Indonesian  economy  was  growing 
rapidly  in  the  first  half  of  1990s,  In- 
donesia began  to  participate  actively 
in  economic  cooperation  activities  in 
ASEAN  and  APEC. 

The  financial  crisis  of  1997/1998 
virtually  put  an  end  to  Indonesia's 
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active  regional  involvement.  Indonesia 
was  the  hardest  hit  by  the  crisis.  It 
experienced  not  only  an  economic  and 
financial  crisis,  but  it  came  under 
multiple  crises.  ASEAN  economic 
ministers  rightly  decided  that  the 
ASEAN  economies  must  continue  with 
their  open  economic  policies  in  order 
to  be  able  to  overcome  the  crisis.  Yet, 
political  leadership  in  the  region 
turned  inwards.  The  Soeharto  govern- 
ment having  been  in  place  for  32  years, 
fell.  It  was  replaced  by  a  transition 
government  under  Habibie,  who  was 
not  interested  in  ASEAN.  His  suc- 
cessor, Abdurrahman  Wahid,  wanted 
to  promote  a  Western  Pacific  Forum, 
involving  Indonesia,  the  Philippines, 
Papua  New  Guinea,  Timor  Leste,  and 
Australia,  instead  of  ASEAN. 

Megawati  was  initially  not  inter- 
ested in  ASEAN  either.  However, 
since  Indonesia  was  to  host  the 
ASEAN  Summit  in  2003,  she  accepted 
the  suggestion  that  Indonesia  should 
again  provide  leadership  in  ASEAN. 
ASEAN  was  seriously  losing  its  diplo- 
matic clout  in  the  international  arena 
and  it  had  lost  its  attractiveness  to 
global  investors.  The  foreign  policy 
community  in  Indonesia  thought 
that  Indonesia's  "comparative  ad- 
vantage" lies  in  providing  political 
rather  than  economic  leadership.  It 
began  to  air  the  idea  of  an  ASEAN 
Security  Community  to  strengthen 
the  region's  cohesion.  This  was  aimed 
at  both  enhancing  regional  peace  and 


security  and  restoring  ASEAN's  diplo- 
matic power. 

In  2002,  Singapore  Prime  Minister 
Goh  Chok  Tong,  aired  the  idea  of  an 
ASEAN  Economic  Community.  Singa- 
pore knew  that  without  active  in- 
volvement by  Indonesia  this  idea  would 
not  fly.  Its  skillful  diplomatic  efforts 
led  to  the  adoption  of  the  idea  by  In- 
donesia. Megawati,  in  her  Inaugural 
ASEAN  Lecture  in  2003,  proposed 
that  ASEAN  be  built  on  two  pillars, 
the  ASEAN  Security  Community  (ASC) 
and  the  ASEAN  Economic  Com- 
munity (AEC),  which  will  reinforce 
each  other.  In  October  of  that  year, 
when  Indonesia  organized  the  ASEAN 
Summit,  it  crafted  an  even  more  am- 
bitious goal  for  ASEAN,  namely  an 
ASEAN  Community  in  2020.  The 
ASEAN  Community  now  consists  of 
three  pillars,  to  include  an  additional 
one  proposed  by  the  Philippines, 
namely  the  ASEAN  Social  and  Cul- 
tural Community  (ASCC). 

At  the  same  time,  ASEAN  em- 
barked on  a  number  of  bilateral  trade 
and  economic  initiatives  with  China, 
Japan,  India,  as  well  as  Australia  and 
New  Zealand,  which  involve  the 
formation  of  FTAs. 

Indonesia's  challenge  today  is  to 
provide  leadership  to  realize  the 
ASEAN  Community.  The  new  Pres- 
ident, Susilo  Bambang  Yudhoyono,  has 
been  encouraged  by  many  in  the  re- 
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gion  to  take  this  up  as  Indonesia's  re- 
sponsibility. 

Indonesia's  leadership  will  again 
have  to  be  expressed  in  terms  of  build- 
ing regional  consensus.  This  type  of 
leadership  should  be  distinguished 
from  the  kind  that  is  aspired  by  Singa- 
pore or  Thailand.  Their  approach  is  to 
move  faster  than  the  others  and  in 
doing  so  they. hope. io  force  others.. to. 
follow  them.  This  is  the  essence  of  the 
"2+X"  formula  that  they  have  intro- 
duced in  ASEAN.  This  approach 
could  weaken-  ASEAN's  solidarity 
that,  in  fact,  is- ASEAN's  greatest  asset. 
There  is  also  the  danger  that  ASEAN 
be  pulled  into  many  directions  be- 
cause of  its  engagement  in  a  number  of 
FTA  initiatives,  seemingly  without  a 
clear  strategy  of  how  it  will  manage 
this  web  of  FTAs. 

ASEAN  AND  FREE  TRADE 
AGREEMENTS 

It  all  began  with  the  approaches  by 
China.  ASEAN  on  its  part  initially  did 
not  regard  free  trade  areas  (FTAs)  as 
a  major  element  in  its  international 
economic  diplomacy.  ASEAN's  own 
economic  integration  has  been  the 
priority  since  the  decision  in  1992  to 
form  an  ASEAN  Free  Trade  Area 
(AFTA),  which  was  followed  by  in- 
itiatives in  the  fields  of  investment 
(AIA)  and  services  (AFAS),  and  a  few 
other  measures.  Beyond  ASEAN,  its 
trade  liberalization  efforts  are  directed 
at  the  multilateral  level,  the  WTO's 


Doha  Development  Agenda.  At  the 
regional  level,  ASEAN  members  of 
APEC  attempt  to  continuously  improve 
their  Individual  Actions  Plans  (lAPs) 
under  the  region's  modality  of  con- 
certed unilateral  liberalization  towards 
free  and  open  trade  and  investment 
in  the  region  in  2010/2020.  The  pro- 
posal for  an  East  Asia  Free  Trade 
Agreement  (EAFTA)  was  presented 
by  an'East  Asian  "Vision  Group"  to  — 
the  ASEAN+3  leaders  as  a  means  to 
realize  an  East  Asian  community, 
but  EAFTA  is  seen  as  a  long-term  effort. 

In  2001,  at -the  A&EAN-Ghina  Sum  

mit  in  Bandar  Seri  Begawan,  China 
came  up  with  a  proposal  to  establish 
an  ASEAN-China  Free  Trade  Area 
within  ten  years.  Within  one  year,  at 
the  Summit  meeting  in  Phnom  Penh 
in  November  2002,  the  Heads  of 
State  of  ASEAN  and  China  were  ready 
to  sign  a  Framework  Agreement  on 
Comprehensive  Economic  Coopera- 
tion (CEC),  which  included  a  FTA. 

There  is  no  doubt  that  China's  pro- 
posal essentially  was  politically 
motivated,  but  China  and  ASEAN 
both  saw  the  economic  significance  of 
the  initiative.  However,  the  process 
appeared  to  have  been  driven  largely 
by  China.  Having  participated  in  a 
lengthy  and  difficult  process  of  WTO 
accession,  China  has  acquired  suf- 
ficient expertise  to  negotiate  a  trade 
deal.  The  deal  was  made  attractive 
for  ASEAN  with  the  introduction  of  an 
Early  Harvest  program.  China's  in- 
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itiative  was  immediately  followed  by 
a  proposal  from  Japan.  This  was  to  be 
expected  as  Japan  naturally  did  not 
want  to  be  left  out.  Since  then  ASEAN 
has  been  courted  by  other  countries 
and  have  entered  into  an  agreement 
with  a  few  other  countries.  However, 
to  date  there  is  as  yet  no  ASEAN 
document  that  clearly  spells  out 
ASEAN's  strategy  of  engagement  in 
FTAs  with  its  trading  partners. 

ASEAN-China 

The  ASEAN-China  Framework 
Agreement  on  CEC  contains  three  ele- 
ments: liberalization,  facilitation,  and 
economic  cooperation.  In  addition  it 
has  a  provision  on  the  mechanism  to 
implement  the  Agreement,  including 
a  dispute  settlement  mechanism.  The 
liberalization  element  covers  trade  in 
goods,  trade  in  services,  and  invest- 
ment. In  the  context  of  liberalization, 
the  Agreement  provides  for  special 
and  differential  (S&D)  treatment  and 
flexibility  to  the  newer  ASEAN  mem- 
bers as  well  as  flexibility  to  address 
sensitive  areas. 

The  Framework  Agreement  con- 
tains an  Early  Harvest  program  that 
covers  all  products  in  chapters  01  to  08 
at  the  8/9  digit  level  (Highly  Sen- 
sitive/HS  Code):  live  animals;  meat; 
fish;  diary  produce;  other  animals 
products;  live  trees;  edible  vegetables; 
and  edible  fruits  and  nuts.  Products 
under  this  program  are  divided  into 
three  categories  for  tariff  reduction 


and  elimination,  but  tariffs  will  have 
to  be  brought  to  zero  for  all  three  cate- 
gories within  three  years.  However, 
the  program  allows  for  an  Exclusion 
List  and  different  timeframes  between 
the  ASEAN-6  (Brunei,  Indonesia,  Ma- 
laysia, Philippines,  Singapore  and  Thai- 
land) and  the  CLMV  (newer  mem- 
bers —  Cambodia,  Laos,  Myanmar  and 
Vietnam),  for  whom  zero  tariffs  will 
be  reached  in  2010.  Initially  it  was 
thought  that  China  would  offer  the 
Early  Harvest  program  on  a  non-reci- 
procal basis,  but  this  turned  out  not  to 
be  the  - case, -  Moreaver,  some  agri- 
cultural commodities- of  great  interest 
to  ASEAN,  such  as  rice  and  palm  oil, 
were  excluded  from  the  program. 
Some  ASEAN  countries  (e.g.,  the 
Philippines)  did  not  immediately  join 
the  program. 

Beyond  the  Early  Harvest,  tariff 
reduction  and  elimination  will  be 
pursued  along  two  tracks,  the  normal 
track  and  the  sensitive  track.  Applied 
MFN  tariffs  of  products  listed  in  the 
normal  track  should  be  gradually  re- 
duced or  eliminated  in  accordance 
with  specified  schedules  and  rates 
over  a  period  from  2005  to  2010  for 
ASEAN-6  and  China,  and  to  2015  for 
CLMV.  Reduction  of  tariffs  of  products 
in  the  Sensitive  List  will  be  in  accord- 
ance with  mutually  agreed  end  rates 
and  end  dates.  The  number  of  products 
in  the  Sensitive  List  is  subject  to  a 
maximum  ceiling,  also  to  be  mutually 
agreed  upon. 
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The  Framework  Agreement  was 
later  amended  to  incorporate  the  Rules 
of  Origin  (ROO)  applicable  to  the 
products  covered  under  the  Early 
Harvest  program.  It  also  included 
subsequent  Early  Harvest  agreements 
between  some  ASEAN  members  and 
China,  and  it  clarified  the  implement- 
ation of  the  provision  of  the  program 
as  well  as  the  terms  and  conditions 
for  the  acceleration  of  the  tariff  re- 
duction and  elimination  through  bil- 
ateral or  plurilateral  agreements. 

~  The  negotiation  "On  the  FTA"for 
goods  "was  concluded  within  a  short 
time.  This  was  a  rather  ambitious  un- 
dertaking. Initially  the  parties  could 
not  agree  on  the  maximum  number  of 
tariff  lines  in  the  sensitive  list  How- 
ever, as  political  leaders  were  deter- 
mined to  begin  the  process  of  tariff 
reduction  and  elimination  in  2005,  a 
compromise  was  struck,  and  Ministers 
were  able  to  sign  an  agreement  at  the 
ASEAN  Summit  in  Vientiane  in  No- 
vember 2004.  This  does  suggest  the 
importance  of  setting  target  dates. 

The  Agreement  on  Trade  in  Goods 
of  the  Framework  Agreement  on  CEC, 
or  for  short,  the  ASEAN-China  FTA 
(ACFTA),  is  only  the  first  portion  of  a 
series  of  agreements  to  implement 
the  Framework  Agreement.  At  the  Vien- 
tiane Summit,  Ministers  also  signed 
an  Agreement  on  Dispute  Settlement 
Mechanism  of  the  Framework  Agree- 
ment on  CEC.  They  will  be  followed 
by   an   agreement   on   services,  an 


agreement  of  investment,  and  other 
agreements.  It  is  indeed  rather  sur- 
prising that  ASEAN  and  China  were 
able  to  produce  those  two  agreements 
within  a  short  time. 

The  ACFTA  contained  the  modality 
for  tariff  reduction  and  elimination  for 
tariff  lines  both  in  the  normal  track 
and  the  sensitive  track.  In  the  normal 
track-  there  are  three,  sets  of  schedules. 
The  first  applies  to  ASEAN-6  and 
China.  The  implementation  will  begin 
on  1  July  2005,  when  applied  MFN 
tariff  rates  will  be"  brought  down  to 
-"20%,  "15%,  10%  and  5%  for  tariffs'still 
.above  5%.  By  2007  they  will  be  re- 
duced to  12%,  8%  and  5%,  and  by  2009 
to  5%  and  0%,  and  finally  by  2010  all 
rates  will  become  zero.  The  second 
schedule  applies  only  to  Vietnam, 
where  all  tariffs  will  be  brought  down 
to  0%  in  2015.  The  third  schedule  ap- 
plies to  Cambodia,  Laos  and  Myan- 
mar,  where  some  tariffs  will  still  be 
higher  than  in  Vietnam's  schedule,  but 
from  2011  onwards  they  will  be  the 
same. 

In  addition,  agreement  was  also 
reached  to  bring  as  many  tariff  lines  to 
the  0-5%  range.  For  instance,  for 
ASEAN-6  and  China,  by  1  January 
2007  at  least  60%  of  tariff  lines  placed 
in  the  normal  track  must  be  reduced 
to  0-5%.  However,  some  "flexibility" 
is  allowed  in  2010,  whereby  up  to  150 
tariff  lines  could  still  have  tariffs  but 
should  be  eliminated  not  later  than 
1  January  2012.  For  the  CLMV  coun- 
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tries,  this  flexibility  allows  for  having 
tariffs  on  up  to  250  tariff  lines  to  be 
eliminated  not  later  than  1  January 
2018. 

In  terms  of  tariff  lines  in  the  sens- 
itive track,  the  Agreement  subjects  the 
number  of  tariff  lines  to  a  maximum 
ceiling.  Tariff  lines  in  the  sensitive  track 
are  further  classified  into  Sensitive  List 
and  Highly  Sensitive  List.  For 
ASEAN-6  and  China,  the  maximum 
ceiling  is  400  tariff  lines  at  the  HS  6- 
digit  level  and  10%  of  total  import 
value,  based  on  2001  statistics.  The 
Highly  Sensitive  List  should  have  not 
more  than  40%  of  the  total  number  of 
tariff  lines  in  the  sensitive  track  or  100 
tariff  lines  at  the  HS  6-digit  level,  which- 
ever is  lower.  For  CLMV,  the  max- 
imum ceiling  is  500  tariff  lines.  To 
note,  tariff  lines  at  the  HS  6-digit 
level  for  the  ASEAN-6  countries 
varies  between  5,600  (Philippines) 
and  10,400  (Malaysia).  The  number  of 
tariff  lines  in  the  Sensitive  and  Highly 
Sensitive  Lists  is  shown  in  Table  1. 
Applied  MFN  tariff  rates  in  the  Sens- 
itive List  must  be  reduced  to  20%  not 
later  than  1  January  2012  and  to  0-5% 
not  later  than  1  January  2018.  For 
CLMV  countries,  the  target  dates  are 
1  January  2015  and  1  January  2020, 
respectively.  In  any  case,  the  sensitive 
track  will  be  reviewed  in  2008. 

The  modality  for  tariff  reduction 
and  elimination  in  this  Agreement  re- 
sembles AFTA's  CEPT  (Common  Ef- 


Table  1 


ASEAN-China  FTA:  Tariff  Lines  in  Sensitive 
and  Highly  Sensitive  Lists  (HS  6-digit) 


Country 

Sensitive 

Highly  Sensitive 

Brunei 

66 

34 

350 

150 

Indonesia 

349 

50 

Lao  PR 

88 

30 

Malaysia 

272 

96 

Myanmar 

271 

0 

Philippines 

267 

-  77 

Singapore 

1 

1 

Thailand 

242 

100 

Vietnam 

China 

161 

100 

fective  Preferential  Tariff)  reduction 
scheme.  Experience  in  AFTA  suggests 
that  this  modality  does  result  in  re- 
ductions in  accordance  with  the 
schedule  and  in  fact  also  brings  about 
acceleration  in  the  reduction  and  the 
progressive  transfer  of  tariff  lines 
from  the  sensitive  track  to  the  normal 
track. 

The  Rules  of  Origin  (ROO)  for  the 
ACFTA  as  stipulated  in  the  Agreement 
(Annex  3)  are  as  follows:  "a  product 
shall  be  deemed  to  be  originating  if: 
(i)  Not  less  than  40%  of  its  content  ori- 
ginates from  any  Party;  or  (ii)  If  the 
total  value  of  the  materials,  parts  or 
produce  originating  from  outside  of 
the  territory  of  a  Party  (i.e.,  non- 
ACFTA)  does  not  exceed  60%  of  the 
FOB  value  of  the  product  so  produced 
or  obtained  provided  that  the  final 
process  of  the  manufacture  is  per- 
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formed  within  the  territory  of  the 
Party."  In  addition  the  Cumulative 
Rule  of  Origin  applies  provided  that 
the  aggregate  ACFTA  content,  i.e. 
full  cumulation,  applicable  among  all 
Parties,  on  the  final  product  is  not 
less  than  40%.  Also,  products  that 
satisfy  the  Product  Specific  Rules,  i.e. 
products  that  have  undergone  suf- 
ficient transformation  in  a  Party,  will 
be  treated"  as  origiriatihg  goods  of  "that 
Party.  The  ROO  in  the  ACFTA  is  also 
similar  to  that  in  AFTA.  It  is  relatively 
simple  and  quite  liberal.  In  fact, 
ACFTA  should  be  commended  for  this, 
and  perhaps  is  an  example  of  "best 
practice"  in  this  regard. 

It  is  also  to  be  noted  that  the 
ACFTA  explicitly  adopts  GATT  1994 
provisions  on  national  treatment  on 
internal  taxation  and  regulation, 
transparency,  BOP  safeguard  me- 
asures. It  also  abides  to  the  provisions 
of  the  WTO  disciplines  on,  among 
other  things,  non-tariff  measures, 
technical  barriers  to  trade,  sanitary 
and  phyto-sanitary  measures,  subsidies 
and  countervailing  measures,  anti- 
dumping measures  and  intellectual 
property  rights. 

The  Agreement  on  Dispute  Settle- 
ment centers  on  arbitral  proceedings 
in  case  consultations  fail  to  settle  a 
dispute.  The  Agreement  stipulates  the 
appointment,  composition,  functions 
and  proceedings  of  Arbitral  Tribunals. 
It  enters  into  force  on  1  January  2005. 
How    well    this    mechanism  will 


function  will  be  known  only  when 
it  is  being  used.  This  mechanism  is 
perhaps  more  straightforward  than 
the  one  recently  adopted  by  ASEAN 
as  part  of  its  efforts  to  realize  the 
ASEAN  Economic  Community.  The 
ASEAN  mechanism  is  yet  to  be 
tested  as  well. 

The  ACFTA  might  become  a  model 
fox  other  ASEAN.  FT Ajs,  particularly 
if  the  partner  country  is  a  developing 
country.  It  should  be  noted  that  while 
tariff  reduction  and  elimination  are 
scheduled  to  be  completed -in  2010 
for  the  ASEAN-6  and  China,- and  2015 
for  the  CLMV  countries,  in  the  case 
of  the  normal  track,  reduction  of 
tariff  lines  in  the  sensitive  list  (to 
0-5%)  could  be  extended  to  2018  and 
2020,  respectively.  It  should  be  in  the 
interest  of  ASEAN  and  China  to  try 
to  accelerate  this  process.  The 
modality  adopted  in  the  Agreement 
can  accommodate  this.  However, 
political  will  has  to  be  there  for  this 
to  happen.  It  should  also  be  noted 
that  the  ACFTA  is  only  the  first  step 
in  the  implementation  of  the  Frame- 
work Agreement.  Negotiating  an  agree- 
ment in  services  and  investment  may 
prove  to  be  more  difficult. 

To  conclude  on  a  more  optimistic 
note,  it  may  well  be  that  ASEAN's 
engagement  in  FTAs  with  other 
trading  partners  could  create  a  kind 
of  competition  amongst  the  various 
FTAs  that  might  lead  to  acceleration 
of  their  completion. 
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ASEAN  -  Japan 

In  January  2002,  during  his  visit 
to  Singapore,  Prime  Minister  Koizumi 
of  Japan  announced  Japan's  interest 
to  form  an  Economic  Partnership 
agreement  with  ASEAN,  which  might 
have  an  FTA  component.  Japan  has 
completed  a  bilateral  FTA  with  Singa- 
pore, the  Japan  Singapore  Economic 
Partnership  Agreement  (JSEPA),  which 
is  the -first  FTA  for -Japan. -Japan  also 
wants  to  develop  FTAs  with  in- 
dividual ASEAN  countries  on  a  bilat- 
eral basis.  It  was  immediately  obvious 
that  Japan  was  reacting  to~  the  earlier 
move  by  China  towards  ASEAN  that 
led  to  the  decision-in  November  2001 
to  develop  an  ASEAN-China  Com- 
prehensive Economic  Cooperation 
Agreement. 

At  the  ASEAN-Japan  Summit  in 
November  2002,  in  their  Joint  De- 
claration the  Heads  of  State/Govern- 
ments agreed  to  implement  measures 
for  the  realization  of  a  Comprehensive 
Economic  Partnership  (CEP),  in- 
cluding "elements  of  a  possible  FTA," 
which  should  be  completed  as  soon 
as  possible  within  10  years.  A  Com- 
mittee was  established  to  draft  a 
framework  for  the  realization  of  an 
ASEAN-Japan  CEP. 

In  October  2003  in  Bali,  ASEAN 
and  Japan  signed  a  Framework  for 
Comprehensive  Economic  Partnership 
(CEP).  Both  sides  agreed  to  adhere  to 
the  following  principles: 


(a)  The  ASEAN-Japan  CEP  should 
involve  all  ASEAN  members  and 
include  a  broad  range  of  sectors 
focusing  on  liberalization,  facilit- 
ation and  cooperation  activities; 

(b)  The  integrity,  solidarity  and  in- 
tegration of  ASEAN  will  be  given 
consideration  in  the  realization 
of  the  ASEAN-Japan  CEP; 

(c)  The  Agreement  should  be  con- 
sistent with  the  rules  and  disci-   

plines  of  the  WTO  Agreement; 

(d)  Special  and  differential  treat- 
ment should  be  provided  to 
ASEAN  members  in  recognition  of 
their  different  levels  of  economic 
development,  and  additional 
flexibility  should  be  accorded  to 
the  newer  ASEAN  members; 

(e)  Flexibility  should  be  given  to  ad- 
dress the  sensitive  sectors  in 
each  ASEAN  member  and  Japan; 
and 

(f)  Technical  cooperation  and  capacity 
building  programs  should  also 
be  considered. 

The  above  suggests  that  an  ASEAN- 
Japan  CEP  will  not  be  too  different 
from  ACFTA,  except  that  there  will 
be  no  Early  Harvest  program.  The 
Japanese  side  has  insisted  that  the 
Agreement  should  be  a  "single  un- 
dertaking". The  negotiations  were 
scheduled  to  begin  in  2005.  It  remains 
to  be  seen  whether  such  a  single 
undertaking  could  be  negotiated 
within  a  reasonable  time  frame.  Both 
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sides  want  to  realize  the  Agreement 
by  2012. 

An  Agreement  with  japan,  being  a 
developed  economy,  must  strictly 
adhere  to  Article  XXIV  of  the  WTO  to 
cover  substantially  all  trade.  There 
cannot  be  a  long  Exclusion  List  of 
sensitive  items.  In  contrast,  ASEAN 
and  China  could  avail  themselves  of 

  the- WTO-- "enabling  cJause/'-  None^ 

theless,  they  agreed  on  limiting  the  so- 
called  sensitive  track  to- 10%  of  total 
import  value.  The  Japanese  side  has 
made  it  known  that  in  their  under- 
sfafiding '""substantially  all  trade"  also 
could  mean  at  least  90%  of  the  value 
of  trade.  It  should  also  be  closely  ob- 
served whether  the  ASEAN-Japan 
CEP  will  adopt  an  equally  simple  and 
liberal  Rules  of  Origin  (ROO)  as  in 
AFTA  and  ACFTA. 

The  problem  is  that  Japan  already 
has  a  bilateral  agreement  with  an 
ASEAN  country,  Singapore,  which 
has  adopted  a  ROO  that  is  less  liberal 
than  AFTA  and  ACFTA,  and  Japan 
has  completed  similar  agreements 
with  Thailand,  the  Philippines  and 
Malaysia.  The  CEP  between  ASEAN 
and  Japan  signed  in  Bali  stipulated 
that  schedules  of  liberalization  con- 
cessions between  Japan  and  indiv- 
idual ASEAN  countries  that  have  con- 
cluded a  bilateral  FTA  or  EPA  (Eco- 
nomic Partnership  Agreement)  will 
not  be  renegotiated  and  will  be  an- 
nexed to  the  ASEAN-Japan  CEP  Agree- 


ment. Nothing  has  been  said  about 
the  ROO. 

Japan  has  adopted  a  dual  strategy 
in  regard  to  negotiating  free  trade 
agreements  with  ASEAN,  namely 
with  ASEAN  as  a  group  and  se- 
lectively with  certain  ASEAN  covmtries. 
The  strategy  is  to  move  faster  on  the 
latter.  It  has  been  said  that  the  origin 
of  -  this  4ual  strategy  was  bureau- 
cratic, in  that  METI  was  championing 
for  an  agreement  with  ASEAN 
while  Gaimusho  (Ministry  of  Foreign 
Affairs)  ^preferred  bilateral  agree- 
ments. MOFA  thought  thatTt  would 
be  very  difficult  for  Japan  to  have  FT  As 
with  the  CLMV  countries. 

How  Japan  will  handle  this  prob- 
lem in  the  ASEAN-Japan  CEP  is  un- 
clear. It  can  make  use  of  the  S&D 
principle  to  provide  a  longer  time 
frame  for  the  CLMV  countries  as  in 
the  case  of  ACFTA.  However,  since 
Japan  is  negotiating  bilateral  FTAs 
with  most  of  ASEAN-6,  it  is  likely 
that  the  liberalization  schedules  will 
be  different  even  amongst  ASEAN-6, 
and  that  similar  agreements  with 
CLMV  will  be  postponed  to  a  later  date. 
The  focus  of  the  agreement  with  CLMV 
will  be  initially  on  facilitation  and 
cooperation.  This  could  suggest  that 
the  ASEAN-Japan  CEP  will  essenti- 
ally be  an  umbrella  agreement  for  se- 
parate FTAs.  It  is  unclear  whether 
this  is  consistent  with  the  principle 
of  a  single  undertaking. 
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In  this  sense,  the  agreement  with 
Japan  could  be  different  from  the 
agreement  with  China.  In  the 
ACFTA,  ASEAN  can  act  as  a  "hub", 
but  in  relation  to  Japan,  ASEAN 
countries  could  become  "spokes". 

ASEAN  -  India 

In  2002  ASEAN  and  India  agreed 
to  enhance  economic  cooperation  and 
to  work  towards  an  ASEAN-India 
Regional  Trade  and  Investment  Area 
(RTIA).  Amongst  the  ASEAN  coun- 
tries Singapore  .has  been  the  main 
promoter  .of  increased  economic  and 
trade  relations  with  India. 

In  October  2003  in  Bali  the  ASEAN 
and  India  Heads  of  State/Govern- 
ments signed  a  Framework  Agreement 
on  Comprehensive  Economic  Coop- 
eration (CEC).  It  entered  into  force  on 
1  July  2004.  This  Framework  Agree- 
ment is  very  similar  to,  and  appeared 
to  have  been  largely  inspired  by,  the 
ASEAN-China  Framework  Agreement. 
It  also  introduced  an  Early  Harvest 
program.  The  Early  Harvest  program 
commenced  from  1  November  2004, 
with  tariff  elimination  to  be  completed 
by  31  October  2007  for  ASEAN-6  and 
India,  and  31  October  2010  for  the 
CLMV  countries. 

The  schedule  to  liberalization  in 
the  normal  track  will  be  over  a  period 
from:  (i)  1  January  2006  to  31  December 
2011  for  Brunei  Darussalam,  Indonesia, 
Malaysia,  Singapore  and  Thailand, 


and  India;  (ii)  1  January  2006  to  31 
December  2016  for  the  Philippines 
and  India;  and  (iii)  1  January  2006  to 
31  December  2016  for  the  CLMV 
countries.  The  timeframes  for  liberal- 
ization in  the  sensitive  track  have  not 
been  specified  in  the  Framework 
Agreement  and  will  be  mutually 
agreed  upon  among  the  Parties. 

The  ROO  negotiation  was  to  be 
concluded  by  31  July  2004,  but  the 
deadline  has  been  missed.  In  fact,  the 
negotiation  has  been  difficult  and 
becomes  the  main  obstacle  in  the 
entire  process,  including  the  imple- 
mentation of  the  Early  Harvest.  The 
Indian  side  has  not  agreed  to  adopt 
ASEAN's  simple  and  liberal  ROO, 
as  applied  also  in  the  agreement  with 
China,  and  the  ASEAN  side  has  not 
been  willing  to  compromise  on  this. 

ASEAN  -  Republic  of  Korea  (ROK) 

Until  recently,  Korea  resisted  to 
take  part  in  the  bilateral  FTA  game 
with  ASEAN.  Foremer  President  Kim 
Dae-jung  was  more  interested  in  pro- 
moting the  East  Asia  Community  idea. 
His  successor.  President  Roh,  also 
focuses  his  attention  to  initiatives  in 
Northeast  Asia,  where  Korea  is  to  be 
developed  as  a  business  hub.  In  the 
end,  however,  Korea  felt  that  it  can- 
not afford  to  be  left  behind  by  the 
other  Northeast  Asian  (+3)  countries. 

A  Joint  Declaration  on  Compre- 
hensive Cooperation  Partnership  (CCP) 
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was  signed  at  the  Summit  in  Vientiane 
in  November  2004.  The  estabHshment 
of  an  ASEAN  Korea  FTA  (AKFTA)  is 
seen  as  "a  natural  extension  of  the 
existing  relations  as  well  as  a  stepping 
stone  to  elevate  the  ASEAN-ROK 
relationship  to  a  higher  and  more 
comprehensive  level." 

AKFTA  will  be  similar  to  other 
ASE  AN__  FT  As .  in .  terms  .of  its .  compre-. 
hensive  scope  and  provision  for 
flexibility  to  deal  with  the  CLMV  coun- 
tries. The  possibility  of  achieving  Early 
Results  will  be  considered  in  develop- 
irtg  a  Framework  Agreement.  How- 
ever, the  kind  of  Early  Harvest  pro- 
gram to  be  included  will  not  be  con- 
fined to  agricultural  products  as  in 
the  case  of  the  ASEAN-China  CEC, 
but  will  include  manufactured  products 
that  are  not  sensitive  to  either  side.  In 
fact,  it  might  exclude  many  agricul- 
tural products. 

The  negotiations  on  AKFTA  will 
commence  in  early  2005  and  com- 
pleted within  two  years.  While  AKFTA 
was  conceived  at  a  much  later  date 
than  the  other  FTAs,  the  intention 
is  to  realize  it  at  an  earlier  date,  with 
a  goal  of  achieving  as  high  a  level  of 
liberalization  as  possible,  whereby  at 
least  80%  of  products  will  have  zero 
tariffs  in  2009,  and  with  consideration 
for  S&D  treatment  and  additional 
flexibility  for  the  CLMV  countries. 

AKFTA  may  well  be  the  Agreement 
that  will  drive  other  FTAs  to  accelerate 


their  implementation.  This  could 
substantiate  the  point  that  was  made 
earlier. 

AFTA-CER 

A  linkage  between  AFTA  and 
CER  (Closer  Economic  Relations  be- 
tween Australia  and  New  Zealand) 
was  established  as  early  as  September 
1995.  This  led  to  the  establishment  of 
a  High  Level  Task  Force  on  an  AFTA- 
CER  FTA.  The  Task  Force  report. 
The  Angkor  Agenda,  was  presented 
to  Ministers,  from  ASEAN,  Australia  _ 
and  New  Zealand  on  6  October  2000 
in  Chiang  Mai  (Thailand). 

Jt  should  be  noted  that  the  idea 
of  an  AFTA-CER  FTA  was  proposed 
at  an  earlier  date  than  the  ASEAN- 
China  FTA.  The  AFTA-CER  FTA 
discussions  failed  to  lead  to  an 
agreement.  The  ASEAN  side  was  not 
ready  to  embark  on  this  initiative.  It 
was  also  not  launched  at  a  Summit 
level.  Perhaps  it  was  an  idea  whose 
time  had  not  arrived.  There  were 
sensitivities  on  the  part  of  ASEAN 
to  engage  in  a  narrow  FTA.  The 
ASEAN  side  demanded  that  Australia 
and  New  Zealand  undertake  some 
facilitation  and  development  coop- 
eration efforts  as  a  prerequisite  for 
the  negotiation. 

In  September  2001  the  two  sides 
revisited  the  idea  of  promoting  closer 
economic  relations  and  endorsed  a 
new  Framework  for  AFTA-CER  Closer 
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Economic  Partnership  (CEP).  In  Sep- 
tember 2002,  a  Ministerial  Declarat- 
ion on  the  AFTA-CER  CEP  was  signed. 
The  CEP  is  regarded  as  a  building  block 
for  greater  economic  integration.  The 
fields  of  cooperation  under  the  CEP 
will  be  broadened  to  include,  but  not 
limited  to,  promoting  and  facilitating 
trade  and  investment,  capacity  build- 
ing, new  economy  issues  and  other 
areas  of  cooperation. 

However,  since  relations  between 
Australia  and  some  ASEAN  countries 
were  rather  cool,  not  much  was  hap- 
pening in  terms  of  implementing  the 
CEP  agreement.  It  was  only  in  Vien- 
tiane in  November  2004  at  the  ASEAN- 
Australia  and  New  Zealand  Comme- 
morative Summit  that  the  Leaders 
revived  the  idea  of  a  FTA  between 
ASEAN  and  Australia  and  New 
Zealand.  The  Joint  Declaration  of  the 
Leaders  announced  the  launching  of 
negotiations  on  a  FTA,  to  commence 
in  early  2005  and  to  be  completed 
within  two  years,  as  is  the  case  of  the 
ASEAN-Korea  FTA. 

The  Armex  to  the  Joint  Declaration 
stipulates  the  guiding  principles  for 
negotiating  a  FTA.  The  FTA  will  com- 
prehensive in  scope.  All  barriers  to 
trade  in  goods,  services  and  investment 
will  be  progressively  eliminated.  It 
should  build  on  members'  commit- 
ments in  the  WTO.  It  also  will  have  a 
provision  of  flexibility  as  in  the  other 
ASEAN  FT  As.  The  hope  is  that  the  FTA 


will   be   fully   implemented  within 
10  years. 

The  US  "Enterprise  for  ASEAN  Init- 
iative" 

During  the  APEC  meeting  in  Mexico 
in  2002,  President  Bush  announced 
the  Enterprise  for  ASEAN  Initiative 
(EAI).  This  Initiative  is  aimed  at  streng- 
thening US  economic  and  politico- 
'  security  relations  with  Southeast  Asia. 
It  has  often  been  interpreted  as  an 
initiative  to  support  the  US  fight 
against  global  terrorism. 

The  Initiative  is  to  develop  FTAs-  ■ 
between  the  US  and  selective  ASEAN 
countries.  The  US  already  concluded 
a  FTA  with  Singapore.  ASEAN  coun- 
tries that  have  concluded  a  TIFA  (trade 
and  investment  facilitation  agreement) 
with  the  US  are  eligible.  Brimei  Darus- 
salam,  Indonesia,  Malaysia,  the  Philip- 
pines, Thailand,  and  Vietnam  now 
have  such  agreements  with  the  US. 

Thailand  is  already  negotiating 
with  the  US,  and  approaches  have 
been  made  with  Indonesia,  the  Philip- 
pines and  Malaysia.  The  US  is  also  ne- 
gotiating FTAs  with  other  countries 
and  sub-regional  groupings  in  other 
parts  of  the  world.  It  will  only  ne- 
gotiate with  a  country  that  it  regards 
ready  to  make  significant  commitments. 
In  the  case  of  Indonesia,  for  instance, 
the  US  has  put  some  conditionalities, 
which  include  the  resolution  of  current 
trade  disputes  involving  chicken  legs 
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exports  from  the  US  and  the  streng- 
thening of  intellectual  property  pro- 
tection in  Indonesia,  especially  in  re- 
lation to  optical  disks. 

It  remains  to  be  seen  in  how  far 
the  second  Bush  Administration,  and 
the  new  USTR,  will  put  their  priority 
on  ASEAN.  An  agreement  with  the 
US  will  bring  about  more  wide 
ranging  reforms  domestically  in  the 
ASEAN  countries.  The  US  will  also 
put  greater  emphasis  on  services 
liberalization.  However,  US  ROO  tends 
to  be  rather  restrictive,  especially  in 
such  areas  as  textiles  and  clothing. 

IMPLICATIONS  FOR  ASEAN 
AND  EAST  ASIA 

ASEAN  has  a  huge  agenda.  Its  pri- 
ority is  to  deepen  economic  integrat- 
ion amongst  its  10  members.  This  is  a 
major  undertaking  in  view  of  the  big 
differences  in  levels  of  economic  de- 
velopment and  economic  openness.  In 
2003,  at  the  Summit  in  Bali,  ASEAN 
leaders  agreed  to  establish  an  ASEAN 
Economic  Community  (AEC)  by  2020. 
In  line  with  the  ASEAN  Vision  2020, 
it  is  envisaged  that  the  AEC  will  be  a 
single  market  and  production  base 
with  free  flow  of  goods,  services, 
investments,  capital,  and  skilled  labor. 
The  AEC  remains  vaguely  defined. 
ASEAN  officials  have  opted  for  a  prag- 
matic approach,  essentially  moving 
on  a  sectoral  basis.  Eleven  priority 
sectors  have  been  selected  for  fast- 


track  integration.  Those  are:  wood- 
based  products,  automotives,  rubber- 
based  products,  textiles  and  apparels, 
agro-based  products,  fisheries,  elec- 
tronics, e-ASEAN,  healthcare,  air  travel, 
and  tourism.  A  roadmap  has  been 
drawn  for  each  sector. 

At  the  same  time  that  ASEAN 
undertakes  its  AEC  project,  it  is  eng- 
aged in  forming  FTAs  with  a  num- 
ber of  trading  partners  as  briefly  de- 
scribed above.  Two  immediate  issues 
confront  ASEAN.  First,  can  these 
FTAs  be  completed  before  ASEAN 
realizes  the  AEC?  In  terms  of  the  plan 
(intention),  ASEAN-Korea  FTA  will 
be' completed  in  2009,  ASEAN-China 
in  2010,  ASEAN-India  in  2011,  and 
'ASEAN-Japan  in  2012,  all  with  some 
built-in  "flexibility",  allowing  for 
some  countries  or  some  sectors  to 
move  slower.  However,  the  AEC  is 
scheduled  for  completion  by  2020. 
This  means  that  ASEAN  members 
must  try  to  accelerate  the  imple- 
mentation of  their  AEC  initiatives. 
At  least  the  fast-track  sectors  should 
be  fully  liberalized  by  2010. 

The  second  issue  regards  the  need 
for  ASEAN  to  develop  a  common 
framework  for  its  extra  regional  co- 
operation, particularly  in  forming  FTAs. 
A  common  framework  would  make  it 
easier  for  the  various  FTAs  (or  RTAs  — 
regional  trading  arrangements)  to 
become  building  blocks  for  or  to  be 
amalgamated  into  wider  regional  ar- 
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rangements.  More  importantly,  in  so 
doing  ASEAN  can  become  a  "hub"  to 
drive  the  process  in  East  Asia  through 
the  ASEAN+1  agreements.  In  ad- 
dition, a  common  framework  can  help 
reduce  tensions  between  ASEAN 
members.  As  some  ASEAN  members 
(e.g.,  Singapore)  have  moved  faster  in 
developing  FTAs,  there  is  an  addit- 
ional, practical  reason  for  having  a 
common  framework.  The  Singapore- 
New  Zealand  FTA  has  been  referred 
to  as  a  model  for  non-restrictive  ROO. 
Bilateral  FTAs  involving  ASEAN 
members-  should  have  harmonized 
ROOs  along  lines  of  Singapore-New 
Zealand. 

Finally,  for  ASEAN  to  become  a 
production  base,  it  also  needs  to  min- 
imize business  transaction  costs  by 
having  similar  rules  and  schedules  of 
tariff  reduction  to  ensure  use  of  most 
efficient  supplier.  Most  important  in 
this  regard  is  the  Rules  of  Origin 
(ROO),  which  constitute  one  of  the 
elements  of  a  common  framework. 
Restrictive  ROO  constrains  sourcing 
of  inputs.  New  ROO  can  also  change 
sourcing  decisions  away  from  use  of 
inputs  from  existing  partners.  In  es- 
sence, a  common  ROO  can  facilitate 
the  spread  of  full  cumulation  and  the 
development  of  regional  production 
networks.  In  its  FTA  with  the  US, 
Singapore  has  introduced  two  new 
approaches  in  calculating  ROO  that 
takes  into  account  regional  production 
networks.  The  first  is  the  principle  of 


outward  processing  that  recognizes 
manufacturing  chains  and  outsourcing. 
The  second  is  the  so-called  Integrated 
Sourcing  Initiative  (ISI),  allowing  parts 
and  components  produced  in  Singa- 
pore's neighboring  countries  as  coming 
from  Singapore,  but  this  is  limited  to 
certain  non-sensitive  items  only  (IT 
components  and  medical  devices). 

Beyond  trade  in  goods,  a  common 
framework  also  needs  to  be  developed 
for  services  and  investment,  and 
perhaps  also  competition  policy  and 
IPR.  Many  of  these  elements  form  an 
integral  part  of  the  AEC  project.  This  is 
a  tall  order,  and  ASEAN  needs  leader- 
ship in  realizing  this  objective. 

INDONESIA-US  RELATIONS 

In  assuming  a  leadership  role  in 
ASEAN,  should  Indonesia  be  actively 
engaged  in  forming  bilateral  FTAs 
with  ASEAN's  main  trading  partners? 
This  issue  might  have  become  less 
relevant  now  as  ASEAN  as  a  group 
has  formed  FTAs  or  is  negotiating 
FTAs  with  a  number  of  countries, 
China,  Korea,  India,  and  with  the  C!ER 
countries  (Australia  and  New  Zealand). 
In  regard  to  Japan  and  the  US,  Indone- 
sia has  no  other  option  than  going 
bilaterally. 

Indonesia  has  extensive  economic 
and  trade  relations  with  these  two 
countries.  An  FTA  with  these  coun- 
tries would  have  a  major  impact,  not 
only  in  terms  of  enhancing  Indonesia's 
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market  access  but  also  in  terms  of 
improving  its  competitiveness  due  to 
the  economic  reforms  that  it  will 
have  to  undertake  in  implementing 
such  binding  agreement.  The  other 
objective  is  to  increase  the  country's 
attractiveness  to  international  in- 
vestors, especially  from  the  countries 
with  which  it  has  formed  an  FTA. 
Furthermore,  the  agreement  could 
strengthen  political  and  overall  re- 
lationship with  the  partner  country. 

Concluding  an  FTA  with  Japan,  and 
especially  with  the  US,  will  be  more 
difficult  than  with  other  countries  as 
the  coverage  will  likely  be  wider  and 
the  commitments  will  have  to  be 
deeper  since  it  will  encompass  not 
only  cross-border  issues  but  many 
"behind  the  border"  issues,  including 
domestic  regulations. 

In  the  domestic  arena,  efforts  need 
to  be  made  to  gain  better  understand- 
ing of  which  sectors  will  benefit  most 
from  the  FTAs  and  which  ones  will 
be  adversely  affected  by  them.  The 
latter  will  help  the  government  devise 
necessary   measures   to   lessen  the 


negative  impacts  of  the  FTAs.  Equally 
important  are  efforts  to  build  capacity, 
especially  of  the  bureaucracy  that 
will  be  involved  in  implementing  the 
agreements.  The  US  can  provide 
valuable  assistance  here,  perhaps  to 
be  undertaken  under  the  US-Indo- 
nesia Trade  and  Investment  Frame- 
work Agreement  (TIFA)  signed  in 
1997.  Domestic  adjustments  and  re- 
forms will  have  to  be  undertaken 
continuously,  and  perhaps  they  need 
to  be  properly  sequenced.  It  is  often 
the  case  that  bilateral  or  regional  FTAs 
help  promote  domestic  reforms. 

An  agreement  with  the  US  could 
hav^  the  greatest  effect  on  Indonesia's 
reform  agenda.  If  properly  designed, 
this  will  be  highly  valuable  for  Indo- 
nesia. An  Indonesia  that  is  econom- 
ically stronger  and  more  competitive 
will  be  able  to  provide  economic  leader- 
ship in  ASEAN  in  the  efforts  to  create 
of  a  single  market  and  a  production 
base  in  2020,  if  not  earlier.  It  should  be 
in  the  interest  of  the  US  to  see  the 
emergence  of  a  strong  and  econom- 
ically integrated  ASEAN  region. 
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